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Foreword 


The Reserve Bank of India has completed forty years of its existence. Accord¬ 
ing to central banking standards this is a comparatively young age. Though 
not an old institution, the Indian central bank has gathered, in its short life, a 
rich variety of experience in the regulation and control of a loose and un¬ 
organized money market as also in the task of promoting the development of 
the underdeveloped Indian economy. The Bank was set up on the model of 
the Bank of England, much against the views of the late Lord Keynes, who 
submitted in his memorandum to the Royal Gonunission on Indian Currency 
and Finance that the model for a central bank for India was to be sought, not 
in the Bank of England, but in some odier country of Europe. The Indian 
opposition to the proposal for a central bank was not on Keynesian grounds, 
but on the question whether it was to be set up as a private shareholders’ bank 
or a state-owned bank. Keynes was, of course, in favour of a state-owned bank. 
Many things had happened since 1935 when the Reserve Bank opened its doors. 
Nationalization followed in 1948 immediately after its godfather, the Bank of 
England, got tlie same treatment. From die next year the Reserve Bank was 
granted a large number of controls over the banks, and the field of controls 
became wider and clearer in subsequent years. These powers of regulation were 
applied rather hesitantly at the beginning—a quite natural phenomenon. But 
as the initial period of experimentation was over, die Bank’s grip over the 
bankii^ system increased widi salutary effects. The bankir^ system became 
purged of its unsavoury elements and in the process became stronger and well- 
knit, a factor which helped its nationalization in later times without many 
ripples on the surface. The Reserve Bank’s handling of the Banking Regulation 
Act of 1949 paved the way for the take-over of banking in 1969. The second 
impact was on the Reserve Bank itself. As the foundations of the banking 
structure became stronger as a result of the regulatory activities of the Reserve 
Bank, the need for changing that structure to suit Indian conditions came to be 
increasingly felt. The regulating central bank had then to devote its attendon and 
activiues to the next task of helping the banking system to concern itself more 
and more with the realities of the Indian economy. Tliat has no doubt meant 
significant changes in the functioning of the Reserve Bank, and it is to the credit 
of those who were in charge of its affairs during these crucial years that they 
did not hesitate to pursue this important role, which was in many respects 
different from the pattern of traditional central banking. Of course, one may 
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always raise this question, is there or was there, really any, traditional system 
of central banking? The Bank of England functioned in the way or ways it 
did or is doing because it had to operate against the background of the London 
money market. With just a few similarities, the Bank of France operated in a 
number of different ways as it had to work in the French money market. 
The Federal Reserve system in the USA provided in a number of important 
points quite a different model with a different set of control instruments as the 
conditions in the developing money markets of that country were different. 
The great merit of the Reserve Bank is that it had during these forty years been 
making an honest attempt to get away from its Scotch and Bank of England lega¬ 
cies to become a full-fledged Indian central bank, as Indian as the Ganges. One 
can easily understand that the process of change had not been an easy one, as all 
of us, including those in charge of the Bank, had been brought up on what might 
be called the classical central banking principles. The Reserve Bank of India 
had no doubt departed materially from the ideas and ideals of its founders. It is 
doubtful whether Sir Basil Blackett, the Finance Minister who introduced the first 
Reserve Bank of India Bill in the then Indian Legislative Assembly, would now be 
able to recognize his dreamchild in the full-grown young Reserve Bank of today. 

Flux universal. All things change and the Reserve Bank has also undergone 
many changes. What the theoretician can and should do is to examine those 
changes and assess their utility in the light of the needs of the economy. Dr Basu 
has made a very good attempt to do that in this outstanding book. He has sought 
to write a balanced, careful and objective review of the working of the Reserve 
Bank vis-a-vis the banking system of India. Starting with the traditional concept 
of the central bank as the regulatory agent, he has ably traced the evolution 
and change in the functioning of the Indian central bank as it pursued its promo¬ 
tional and developmental activities. According to him, the Reserve Bank is no 
longer just a controller of funds, but has emerged as what he has termed “inno¬ 
vator of economic and social change.” His statement is likely to give rise to a 
number of important questions, and he has attempted to provide suitable ans¬ 
wers to many of them. Specially valuable has been his discussion of the 
relationship of tlie government with tlie Reserve Bank, and in this connection 
he has collected a lot of rare material on this subject from the examples of central 
banks in other countries. This is likely to prove highly interesting to students of 
monetary theory'. Dr Basu’s elaborate treatment of the relation of the Reserve 
Bank with the development banks and institutions, and the demarcation he has 
sought to make between the spheres of development banking, commercial 
banking and central banking wll be profitably studied by all those who are 
interested in the subject. 

I am sure that monetary theorists will welcome this excellent study which pro¬ 
vides a good background wth a great deal of material for the assessment of this 
central bank. This monumental work is an important addition to our knowledge 
of the subject—how a central bank should meet the challenge of development. 


Oct. 31, 1976 


S. N. Sen 

Vice-Chancellor^ Calcutta University 



Preface 


This work attempts to answer a few basic questions on the working of central 
banking in India. It is partly the product of my personal experience of tlte 
working of the Reserve Bank of India for half a decade. The initial apprentice¬ 
ship with the Reserve Bank has given me an opportunity to observe closely the 
practical working of a central bank in an underdeveloped economy. In addition, 
this work sums up my studies, pursued over a long period of time, on the 
problems of developing economies and the ways in which monetar)' policy can 
aid the process of growth. 

A central bank is a political institution, almost by necessity. It is set up by 
an act of the legislature, and it usually has some direct connection with ilie 
Government. The governing board is appointed by the President or the Prime 
Minister; the Chancellor of the Exchequer may also be a member of the board. 
In any case, a contemporary central bank has control over the economy’s money 
supply and this function cannot possibly be left in the hands of private individuals 
who usually act under principles of self-interest. Ipso facto, a central bank is a 
part of the political structure. Given this position, how is the central bank to be 
made responsive, responsible and an object of democratic processes? I have 
examined the records of the Reserve Bank of India in order to see how far it is so 
structured, how much its actions in changing the money supply could be attri¬ 
buted to scientifically verifiable economic factors that the economy was ex¬ 
periencing and to what extent to political factors. 

A ‘political factor’ would be a special pressure group, for example. Parliament 
which favoured lower interest rates no matter what the side effects might be, or 
another group that wanted to discourage imports. Either or both such groups 
might well try to influence central banking policies in their own favour. It is 
almost impossible to achieve an agreeable consensus of opinion especially 
between economists and politicians. Monetary policy is quite controversial, 
economic and political opinions on what should be done are too diverse for any 
acceptable line of policy action which could hardly be compromised. ‘Non- 
political’ monetary policy is a contradiction in terms. It implies that both the 
policy ends and means are ‘scientific’ and subject to no difference of opinion. 
An institution that operates under such false pretences becomes authoritarian 
if there arises a controversy over what ought to be done, but it is overlooked or 
ignored by the inflexibility of the institution. This forms a broad area of dis¬ 
cussion in this work and marks an advance on earlier studies. 
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The last twenty-four years of economic planning (1951-1975) in India have 
been a period of intense economic activity and the fimctioning of the central 
banking institution in India has acquired a new outlook with a new sense of 
purpose, direction, and dimension in the context of planning for economic 
development. Development schemes and their successful implementation de¬ 
pend upon tlie correct and balanced policies adopted by the central monetary 
authority in the country. Greater importance has come to be attached to central 
banking as an essential element of economic planning. The principal purpose 
of this work is to evaluate critically the dynamic role of the Reserve Bank 
of India’s monetary control policy in the context of planned economic deve¬ 
lopment. It seeks to study and analyse the new trends of monetary management 
introduced by the Reserve Bank of India in the wake of economic planning. 
My approach has been to underline the quiet revolution that has taken place in 
the role and function of the Indian institution during the last two decades and 
a half It endeavours to explore how the Reserve Bank is drifting steadily from 
its orthodoxies to bolder policies of monetary administration in order to suit the 
structural requirements of a planned economy like that of India. The examina¬ 
tion of the different aspects of the Reserve Bank’s policies is characterised by a 
rcalisiic awareness of the magnitude of the Bank’s problems and the limita¬ 
tions of the instruments with which it has to tackle those problems. 

Structurally, this work is divided into three parts. The first part (Chapters 
1-5) attempts to analyse tlie regulaiory role of the Reserve Bank of India. With 
respect to its regulatory role, the Reserve Bank of India’s moneiary policy has 
been oriented to the national objective of economic growth with stability. The 
second part (Chapters 6-13) makes a critical appraisal, from a theoretical as 
well as a practical plane, of the promotional and developmental role of the Indian 
central banking institution. In fact, its promotional and developmental role 
lias been more predominant than its regulatory role. But there is no inherent 
contradiction between these two. Tiie two may be coordinated so that one tends 
to fortify the other. The third part discusses in detail the political role (Chapter 
14) of the Reserve Bank of India with special reference to its changing relation¬ 
ship \vith the public, politics, poh'tical authorities and the Government. 

A primary aim of bank nationalisation was to convert banking of the classes 
into banking of tlie masses. A critical assessment of the performance of the pub¬ 
lic sector banks during the six-year period of nationalisation (July 1969-July 
1975) has been made and the central banking policies in relation to the state- 
owned banking sector have been carefully analysed (Chapter 13). A painstaking 
investigation regarding coordinaiion between commercial and cooperative bank¬ 
ing, costs and capital structure of banks, restructuring of the banking system, 
nonbanking financial intermediaries, indigenous bankers, banking regulation 
and proposed rural banks has been carried out in the light of the Report of the 
Banking Commission, 1972. A central banker in the postnationalisation era is 
not just a controller of funds, but an innovator of economic and social change 
in the community. 

The exploration has been carried out from authoritative sources such as the 
Rcs(rrve Bank of India publications and reports, foreign central banks’ charters, 
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annual reports and statements of accounts, economic and financial bulletins and 
reviews, statistical and other publications. Use has also been made of the statutes 
and articles of association of various development banks operating in some of 
the Asian and African countries, their annual reports and explanatory memo¬ 
randa, etc. 

It is not possible to give proper credit to all who have given me substantial 
assistance. They include many commercial bank officers, security dealers, and 
the Reserve Bank officials—all of whom were most cooperative and generous. 
Frankly, my intellectual debt to the literature on the subject is far greater 
than the footnote references to specific sources might suggest. I am deeply in¬ 
debted to Dr S. N. Sen, Vice-Chancellor, University of Calcutta, and Dr D. S. 
Ganguly, President, West Bengal Council of Higher Secondary Education, 
Calcutta, who have made most valuable suggestions for the improvement ol 
this work. None of these economists is, however, in any way responsible foi 
the views expressed in this monograph. 

Letters from a number of scholars, including R. S. Sayers, formerly Sir Ernest 
Cassel, Professor of Economics at the University of London; Richard H. Timber- 
lake, Jr., Professor of Finance and Economics, University of Georgia; \V. Scott 
Bauman, Head, Department of Finance and Business Environment, University 
of Oregon; Dr W. Randolph Burges, Chairman, the Per Jacobsson Foundation, 
Washington, and Dr Edward W. Reed, Vice-President and Economist, United 
States National Bank of Oregon, in reply to my queries have also been very 
useful indeed. I express my indebtedness to them for their help and cooperation. 
Dr Sid Mittra, Professor of Economics and Management, Oakland University, 
Michigan, has indeed laid me in a deep debt of gratitude for his gracious 
letters and wise counsel. To him I owe much. Also I must sincerely acknowledge 
the thoughts of the immortal J. M. Keynes, R. G. Hawtrey, I. Fishei' and a 
galaxy of bright names that adorn the pages of the liistory of monetary eco¬ 
nomics, which guided me in the preparation of this work. 

In particular, I remember with gratitude the illuminating observations that 
Prof. Timberlake made by way of explaining many an important issue that 
cropped up in the course of the present inquiry. 

I have desired in every chapter to write something original and useful to the 
reader and if in any part of this monograph I should give expression to anything 
wrong, I here declare once for all my entire willingness to be forgiven. 


C. R. Basu 
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PART ONE 

Economic Role: Regulatory 




1 

Introduction 


This work looks for answers to certain fundamental questions on central banking 
policies and operations. A fundamental question to ask oneself on the role and 
function of a central bank is what this institution has done to the money supply 
over time with respect to (i) prices, (ii) production, and (iii) other factors such 
as politics, etc. The basis for evaluating its role with respect to planning is the 
degree of control the Indian institution has over the money supply and how it 
has managed the monetary system. This project is intended as an original and 
independent investigation of central banking policies and operations in the 
context of the planned economy of India. It is partly the product of practical 
knowledge of more than half a decade in the functions and working of the 
Reserve Bank of India. The initial apprenticeship with the Reserve Bank has 
fortunately given the author necessary insights into the problems of its manage¬ 
ment of the country’s monetary policy. The study also embodies the result of 
original research carried out by the author. It is based mainly on his own 
observations of new facts and partly on new relations of facts observed by 
others. Economists have been rather reticent as to the role of the central bank 
in the planned economy. With the exception of Professor Lester V. Chandler,' 
very few writers have studied the problems faced by the central bank in promot¬ 
ing the growth of a national economy in the context of planning. The present 
work is an attempt to fill this gap and thus claims to be a genuine addition to the 
meagre literature on the subject. The investigations, therefore, are offered 
as a contribution towards the general advancement of knowledge. 


n 

Today economic growth is being increasingly considered to be the most 
important objective by almost all underdeveloped countries which are labouring 
under a low level of material well-being. It is now generally believed amongst 
the underdeveloped countries that the process of economic growth can be acce¬ 
lerated by applying the technique of planning. By integrating the fields of central 


* Chandler, L. V., Ctnirat Banking and Economic Development, Univenity Press, Bombay, 1962. 



4 CENTRAL BANKINO IN A PLANNED ECONOMY 


banking with economic planning of underdeveloped nations, this study presents 
a new understanding of the dynamic role which a versatile and percipient central 
bank could play to aid the process of economic growth. More precisely, this 
work describes the central banking mechanism with particular emphasis on the 
changing role of the Reserve Bank of India in the context of economic planning 
and development and explains how the present-day attitudes, policies, and 
practices have evolved and suggests some possibilities of future changes. 

Costs of development are greater today, fields for development are wider, 
and social consciousness is much more awakened than ever before. Conse¬ 
quently, it is necessary in a developing economy to take positive steps to ensure 
that the best possible use is made of the limited resources available. It has also 
to be ensured that the country’s affairs are so organised that sufficient where¬ 
withal for its development is generated and mobilised for the purpose. 

Democratic planning in India began in 1951. With the acceleration of plan¬ 
ning efforts, exceptional stresses and strains developed in the economy which 
challenged the Reserve Bank to reformulate its monetary policy in a way which 
would curtail the flow of credit into undesirable channels without bringing 
about a contraction in the total quantum of credit. How well the monetary 
authorities have met this challenge has been a major area of discussion. In the 
final analysis, it has been established that the ultimate success of monetary policy 
in all developing economies will depend in a large measure upon the skill and 
open-mindedness of the monetary authorities to adapt constantly the technique 
of central banking to the ever changing national economic situation. The 
climate of opinion and e.xpectations has now changed since the days of the Brus¬ 
sels Conference of 1920. Today few central banks think of their functions merely 
in terms of securing price and exchange stability; they all lay stress equally on 
growth and stability. 

Economic growth implies increased output of goods and services (with no 
greater cost in terms of effort and sacrifice by the populace) at a rate faster than 
the rate of increase in population, so as to have a diffused increase in income 
througliout the population. Furthermore, in order to sustain this growth, the 
forces initiating it must continue to operate for several generations until the 
economy is able to develop sufficient motive power to go forward on its own 
momentum towards higher levels of production. Economic development, on 
the other hand, is the rapid creation of a complex of favourable conditions 
encompassing economic, political, sociological, cultural, and other non-economic 
factors, at a rate promising an all-round improvement in the individual’s level 
of well-being. The developed countries have accomplished what the developing 
countries are trying to achieve. They do not need development but growth— 
higher production and higher incomes—so that they are able to judge their 
performance from year to year by the actual rate of growth achieved. In 
developing countries, on the other hand, the problem is much vaster. The 
growth rate is important to ensure tliat every one has enough to eat, but other 
considerations claim attention too. Unlike developed countries, developing 
countries have to concentrate not only on growth but also on building up the 
potential for future growth. Measures to improve the health and education of 
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the people, to improve the transport system, etc. help to build up a potential 
for future growth, even though their contribution to an immediate increase in 
the national income may be small or negligible. Thus, while a developed 
economy needs just growth, an underdeveloped economy needs development. 
Manifestly, the problem facing all developing nations is one of economic deve¬ 
lopment rather than mere economic growth. Since central banking policy 
influences economic factors, the role of the central bank will be examined pri¬ 
marily in relation to economic growth in India in this study. Reference to the 
non-economic aspects of India’s development problem, however, will be made to 
give a perspective of the complexities of India’s development planning. 

m 

Against the wider international background, the role of the Indian central 
banking institution particularly, has been studied as a piece in the whole mosaic 
of the planned economy. The work seeks to explore how far the techniques 
followed in the developed, underdeveloped and emerging countries have found 
their place in the Indian central banking experiment so far and what other 
innovations are needed for the attainment of the objectives of economic growth. 
The trends and progress of Indian central banking in the planning era have 
been juxtaposed against the experiences and lessons of the contemporary central 
banking systems of the developed, underdeveloped and emerging countries 
in order to indicate the lines along which the Indian central banking policies 
and practices should move in the interest of a developing economy. In fact the 
period under review (1951-1975) is replete with far reaching and significant 
developments in the held of international banking—it has such a wealth and 
variety of central banking experience, the problems it has faced and the solutions 
it has attempted have been so varied that it has been thought profitable to 
consider all these carefully and learn the lessons taught by them. 

The study investigates to what extent the Indian institution lives up to the 
dictum that “the cardinal virtue of the central banker is not conservatism in 
technique, but rather a disposition to discover novelties and to be versatile in 
technique”.* It gives a fairly precise and exhaustive view of the problems of 
monetary policy in the context of India’s development planning. The examina¬ 
tion of the different aspects of the Reserve Bank’s policies is characterised 
by a realistic awareness of the magnitude of the Reserve Bank’s problems and the 
limitations of the instruments with which it has to tackle those problems. It 
has been argued that the task the Reserve Bank was asked to perform in the 
planning era was a difficult one; to act as the credit creating machine, while 
at the same time restricting the effects of excessive credit creation. The Reserve 
Bank of India is still living with this problem in monetary policy and plays a 
passive role under the dictates of fiscal policy. 

The regulation of money supply is not wholly, or even largely, under the 
Reserve Bank’s control. It is considerably affected by the budgetary operations 

* Sayen, R. S., Ceniral Banking a/t*r Bagehot, Clarendon Press, Oxford, 1957, p. 33. 
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of the Government, over which the Reserve Bank of India has no control. 
Since the monetary authorities were obliged to act as the prime source of 
monetary expansion in the Indian economy by extending the requisite amount 
of credit to the Government, and since the monetary policy was called upon to 
play only a passive role, the blame for inflation rested primarily on the Govern¬ 
ment which directed the total economic policy of the country. As the central 
bank is a part of the apparatus of the Government, and monetary instability 
might endanger Government’s own plan objectives and may retard even eco¬ 
nomic growth itself, there must be close and continuous consultation on monetary 
policy and fiscal policy between the Government and the central banker. 
The Governor, all the Deputy Governors, and the Directors of the Reserve Bank 
now are nominated rather than promoted from among the technical people in 
the Reserve Bank itself. If there were to be a greater number of technical men 
rather than civil servants in the Reserve Bank’s top management the chance of 
such friendly and fair consultation would be possible and may even yield the 
desired results. This is a major thesis of the study (Chapter 14). 

Increase of growth is a long-term objective, but in the short run, price and 
exchange stability may command immediate priority. The decision as to which 
is more important at any given time has, in the last analysis, to be a practical 
decision. This needs a close understanding between the government and the 
central bank authorities of a country, and the cooperation of both in the further¬ 
ance of the economic development. 

The role of the central bank in a developing economy is essentially that of 
balancing the various objectives both in the long run and in the short run. 
There cannot be sustained growth without some degree of stability. In view of 
this, there should neither be any conflict between monetary policy and develop¬ 
mental policy, nor should there be any conflict between the different objectives 
of monetary policy. 

One of the basic problems facing the developing nations is related to the short¬ 
age of capital. In addition to creating appropriate political, social and cultural 
conditions, the government must find additional investment capital if it desires 
the nation to grow. Most governments favour a planned supply of investment 
capital and embark upon long-range economic plans. It is in tliis context that 
monetary management assumes special importance. Economic planning is 
unthinkable without monetary management, and monetary management is 
doomed to failure without economic planning.® Monetary management assumes 
even more significance in the context of the economic development of under¬ 
developed countries. In these countries, because of the inadequacy of savings 
and the difiiculty of directing the low volume of savings into productive invest¬ 
ment, there is usually a strong temptation on the part of the governments to 
raise the level of investment by expanding credit. Such development efforts 
m most of the less developed countries have, in the postwar period, been 
accompanied by an inflationary price increase.^ 

Reform in Theory and Practice, Macmillan Company, New York, 

1936, p, 126. 

* Inflation, Deflation and Economic Development,” Staff Papers, VIII, 1960-61, IMF, p. 101. 
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It is, however, widely agreed® that the policy of development through inflation 
in underdeveloped countries can be successful and meaningful only if inflation is 
effectively controlled. It is in this context that monetary policy assumes such 
great importance. Even within the broad framework of stimulating economic 
growth through inflation, no one type of monetary policy is suitable in all 
circumstances. The central monetary authority has to devise a policy which will 
suit its country best. This, in turn, will depend largely upon the stage of develop¬ 
ment of that country’s financial institutions as well as on the prevailing monetary 
and banking traditions. It is through constant changes in the technique of 
monetary management and also through the development of new instruments 
of credit control that the central bank can help to bring about rapid develop¬ 
ment with stability.® 

There is a major difference between the more developed and the less developed 
countries which is of particular significance in this context. The former have, 
in most cases, an efficient and well-differentiated structure of financial insti¬ 
tutions while the latter are seriously deficient in this respect. There are, again, 
differences in the degree of such development as between the less developed 
countries inter se. Some of the smaller ones among them have very little of 
commercial banking or a money market, in controlling or directing which the 
central bank needs to expend much energy or ingenuity. In such situations, 
the central bank has to take on a positive developmental role and seek actively 
to build up, extend, and strengthen the country’s banking and financial 
structure. Extension of banking facilities, both for mobilisation of savings and 
for channelling of credit into productive and promising sectors, is an important 
and integral aspect of economic development. It is not only legitimate, but well- 
nigh inevitable, that the central bank should assist actively in mapping out the 
tasks to be taken in hand and in setting up or managing appropriate financial 
institutions. 

The development of an adequate credit organisation calls for, apart from 
institutionalisation of savings and investment, a wide geographical coverage to 
serve the public. This is necessary not only to cater adequately to the financial 
requirements of the public in general, but also to promote their savings habit 
through deposit investment of such savings in these institutions. A large number 
of points of deposit collection always attracts a large quantum of deposits. 
The expansion of the coverage of the commercial and cooperative banks, both 
geographically as well as functionally, thus assumes great importance. 

IV 

This research project concerns itself with the role of the central bank in the 
development process of an underdeveloped country, namely, India. Perhaps, 
the world has rarely observed a central bank taking so active a part in the eco¬ 
nomic development of a country, or departing so widely from orthodox concep- 

* “Measures for the Economic Development of Underdeveloped Countries,” United Nations, 
New York, Sales No. 1951 11, B. 2, 1951, p. 42. 

* Economic Development with Stability, IMF, Washington, D.C., 1953. 
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tions of central banking. This study explores how far the Reserve Bank of India 
has been successful in assisting the Gkivemment in speeding up the processes of 
economic growth in India during the development planning period and to what 
extent this growth has been achieved in an environment of reasonable stability. 
An analysis of the major problems confronting India in her effort to develop 
the country clearly brings out that these problems are two dimensional. Some 
of these problems are sectoral, while others are aggregative. Although, both 
are equally important, this investigation confines itself mainly to the study of 
aggregative problems. More precisely, this work unfolds the aggregative prob- 
blems created in an effort to achieve an accelerated development in India 
through Government sponsored Five Year Plans and the role of monetary policy 
m tackling the problems and promoting economic growth. A criticism of the 
monetary policy in a developing economy must necessarily be based on its 
achievements and failures in terms of planned development of the country over 
a given period. Our concern is, therefore, mainly with the monetary aspects 
of the nation’s economic development in the planned era. 

Some economists argue that monetary policy must be used to provide the 
correct amount of money consistent with higher levels of economic activity.’ 

is a necessary though not a sufficient condition for 
economic growth. A country must have an appropriate degree of monetary 
e.xpansion to meet the increasing requirements of a growing economy. The aim 
of a central bank in a developing economy has, therefore, to be the adoption 
o a equate policies which aim at bringing about an appropriate degree of 
monetar)' expansion along with price and exchange stability. A conscious 
control needs to be exercised over the money volume in keeping with the 
desired level of economic activity. The role of a central bank, and an important 
one at that, is to have a monetary policy which will facilitate a proper degree 
of expansion of money supply in the long run but, should the price situation de¬ 
mand it, pull the reins back in the short run. Further, monetary policy in such 
a country has also to provide for the mobilisation of resources to the maximum 

possible extent, as well as provide for their most efficient investment for purposes 
oi development. 


Central banks are concerned today not only with the control of the total 
volume of credit but also with the flow of credit into specific sectors of the 
economy. In India, for instance, the Government of India has stated that:* 
Central bankmgm a planned economy can hardly be confined to the regulation 
of the overall supply of credit.... It would have... .to create the machinery 
needed for financing developmental activities all over the country and. in 
ensuring tliat the finance avaUable flows in the directions needed. 
Traditionally, the major responsibifity of a central bank of a developed nation 

wi^niie'nrime oVier^rv ' instruments of creffit control 

prime objective of maintaining monetary stability in the country. 


papers aid n d ’ V f Economic Growth,** Economic ReoUw. 

Clonl m th/ PP- H. S. Ellis, however, 

belongs to the oppc^ite camp, sec American Economic Review, op. cit., pp. 20&-10. 

First Five Year Plan, Government of India, Planning Commission, New Delhi, p. 38. 
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The role of a central bank is, therefore, characterised primarily as regulatory. 
In India, the central bank has to operate in an institutional setup of a mixed 
economy, heavy public expenditure under a planned development programme, 
the existence of a large and important private sector, an indigenous juxatposition 
of a highly organised and an unorganised money and banking sector, and above 
all, the existence of a primitive barter economy. Under conditions such as these 
the central bank must actively assist the Government in its planning efforts to 
the maximum possible extent so that the development process gains momentum. 
In order to do so, it may have to shift the emphasis of its policy from the regula¬ 
tory to promotional and developmental aspects. 


V 

The regulatory function of the monetary authorities is called the restrictive 
role of monetary policy. This might also be called the short-term objective of 
controlling inflation. More specifically, when the Government decides to pursue 
the inflationary method of financing development, the monetary authorities 
charged with the responsibility of controlling the inflation generated in the 
economy must not only use the quantitative instruments of credit policy more 
vigorously, but must also be versatile in developing qualitative controls best 
suited to the needs of the particular stage of development. Besides the restrictive 
aspect, monetary policy has an additional and perhaps more important role to 
play. A developing economy requires firstly, an increase in the total volume of 
savings; and secondly, the setting up of an institutional structure which specialises 
in the collection of savings and the profitable investment thereof consistent with 
the objectives of planning. Though the first is primarily a problem of overall eco¬ 
nomic policy the central banking policy also plays an important role in it. 
The second is what one would call the promotional role of a central bank. This 
must include, if it is to be comprehensive enough, steps to meet the needs of 
sectors where adequate resources are not available. 

A thorough investigation has been made of the promotional and developmental 
role of the Reserve Bank of India in the realm of rural credit and industrial 
finance. We have challenged the prevailing view that the Reserve Bank of India, 
at the present stage of economic growth, should now ‘withdraw gracefully’ and 
operate as a distinct institution. It h difficult to agree with the naive contention 
that the Indian institution has been continually ‘diluting’ the essence of central 
banking by extending more and more the scope of its functions beyond the 
frontiers of central banking proper. 

In a developing* stage of the economy, a central banker can extend the scope 
of his promotional and developmental functions without aflecting in any way 
the quality of his leadership in the money market. In an underdeveloped 
country like India, the central bank, as the ‘watchdog’ of the monetary system, 
undoubtedly has to step in and fill the gaps in the financial structure wherever 

• The wordi ‘underdeveloped', ‘developing* and 'emerging' have been xiscd interchangeably 
in (his study. 
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they exist. Though India is progressing in the stages of its economic growth, the 
time has not yet come for the Institution to abandon its promotional role. 

The central banker in an expanding economy has thus emerged as a power¬ 
ful ‘presiding deity’ in the money and capital market with the promotional 
role of initiating and developing financial institutions in the fields of agricul¬ 
ture, industry, and trade. The ‘involvement* of the Reserve Bank of India 
in institutional development, whether in agricultural, industrial, or trade finance 
does not imply the substitution of its judgements for those of the financing ins¬ 
titutions concerned. The responsibility has remained, and must remain, with 
the banks or the term-lending institutions themselves. 

The promotional role of the central bank in an underdeveloped coimtry may 
be reviewed in relation to the part it has played, and may further play, in the 
development of broad and well-organised money and capital markets; in the 
creation of banks and other financial intermediaries; in promoting the growth 
of cooperative credit societies so as to provide an institutional framework favour¬ 
able to rapid agricultural, industrial, and export growth; in acting as the 
Government’s financial and foreign exchange adviser; and generally in imple¬ 
menting its overall economic policy. 

The promotional role is the long-term objective of developing financial 
institutions. While both restrictive and promotional roles are of importance 
for a successful credit policy, clearly there is no magic formula by which the 
monetary authority can determine in advance the course of action that will 
satisfy both objectives at all times. On several occasions, it will call for the 
revaluation, and conceivably a realignment, of monetary policy with the total 
economic policy of the country with the prime objective of achieving the desired 
goals set by the community in the most efficient way. 

The central bank in an underdeveloped country has a twin role to perform; 
that of a regulator as well as that of a promoter. Such a central bank has been 
regarded as an engine of growth. In the circumstances, the promotional or 
developmental aspect of the central bank’s role has come to be considered as 
more significant than its regulatory aspect. There is no inherent contradiction 
between the two roles; they may be coordinated with each other or one may even 
be superimposed upon the other. 


VI 

Since the present study is concerned with a critical examination of central 
banking policies and operations in the Indian context, the problem of economic 
growth with stability has been a major part of our discussion. It has been 
established in the course of our analysis that one of the important alternatives 
open to the growing nations is to resort to inflation as a deliberate poUcy for the 
long-term objective of rapid economic growth. Under a variety of favourable 
conditions, a slow rate of inflation is likely to step up the rate of real investment 
and capital formation. Only if the rate of growth of inflation is lower than the 
current money rate of interest, will the investors be encouraged to invest in 
longer-term income-yielding assets which are more favourable to growth. But 
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this potential cannot be realised if the evils of inflation are not explicitly recog¬ 
nised and scrupulously avoided. Of course, a spiral process type of inflation must 
be excluded from this discussion since it serves to retard rather than accelerate 
development. An initial impulse type of inflation is like a habit-forming drug 
which has to be used in increasing doses in order to maintain the initial effect 
and care must be exercised to prevent it from turning into spiral inflation.® 
Inflation of the initial type generated as a deliberate policy of growth must be 
self-liquidating within a given period of time. For, if this is not the case, the 
initial inflation will invariably start the spiral process which would signify 
that the economy is sick rather than growing. On the whole, the necessary 
institutional conditions are largely unfavourable in underdeveloped countries 
for pursuing a successful inflation policy. The types of policies called for in this 
regard are politically very difficult and administratively onerous to implement. 

It is well-known that continuous inflation is corrosive of confidence in money 
and ultimately of investment.*® So, the control of inflation should be one of the 
major objects of economic policy in a developing economy. To control the 
inflationary strains the Reserve Bank applied, in varying degrees and frequency, 
all the monetary brakes in its possession. The success or failure of monetary 
policy, however, depends to a large extent not only upon the dexterity with 
which these brakes are applied, but also significantly upon the structural 
framework within which monetary policy functions. 


vn 

If it is found, even after the general credit restraints have been in operation, 
that there are certain ‘pressure points’ left that cannot be tackled or touched 
by purely quantitative methods, it may be useful to combine such methods with 
selective credit control operations. The Reserve Bank of India’s experiment 
with selective credit-cum-portfolio-ceilings control was carried out during a 
period of continuous inflationary pressure since the beginning of the Second 
Plan. The success of selective credit control will depend more on the cooperation 
of the banks than on the nature of the money market. One must recognise 
that these control measures are seldom quick in action. *1 here will usually be a 
considerable time lag even when they can be made fully effective. The larger 
the number of banks to be covered by this method of control, the greater is the 
likelihood of administrative difficulties. The chances of its success are more 
where the number of sectors to be covered is small and where banks have a 
tradition of soundness and solvency. The possibilities of evasion are great 
especially in an underdeveloped economy which is characterised by undeve¬ 
loped law-abiding habits. On balance, their effects are likely to prove 
beneficial in enabling the central banker to prevent sectional inflation in the 
economy. 

• For eviU of inflation, tee Chandler, L. V., Central Banking and Economic Deoelopment, op. cil., 

pp. 36-43. 

The Per Jacobsson Foundation Lecture, M^y 1968, on “Central Banking and Economic Inte¬ 
gration,’* by Dr. M. W. Holtrop, pp. 22-29. 
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vm 

With the growing pressure on monetary demand and continuous worsening of 
the price situation, the device adopted by the Reserve Bank of India was that of 
progressively rising penal rates of interest on different slabs of borrowings by 
the scheduled banks. The persistent rise in credit expansion by resorting to 
increasing borrowings proves adequately that the quota-cum-slab lending 
policy has little effect on borrowings by the ba nkin g system. The deployment 
of a new controlling device \vas, therefore, called for by which the borrowing 
power of the bank was related to its net liquidity. The more the borrowings, 
the greater the impairment of net liquidity. The mechanism is self-correctir^ 
in its operation as the excess of borrowing cost from the Reserve Bank over the 
maximum at which a commercial bank can lend cannot obviously be pro¬ 
longed. Tlie banks cannot afford to have an adverse divergence between the 
marginal cost of raising funds and the marginal revenue from credit operations. 
It is thus designed to impose a restraint on heavy and prolonged use of such 
credit. 

Evidently, the objective of control of access right by the new device of higher 
liquidity ratio requirements was to neutralise a part of the liquidity of the 
i^anking system and to limit the expansion of bank credit. The effect, on the 
wliole, combined with tliat of the other monetary measures taken should be to 
exercise a downward pull on inflationary pressures. In fact, the Reserve Bank 
of India’s approach to the matter does not seem to be in keeping with the 
developmental tempo. The Indian central banking institution should not 
only have introduced measures of control over the volume of money supply by 
raising the cost of credit and regulating the right of the banking system of access 
to it, but more importantly, it should have kept watch on the end-use of bank 
funds in productive and quick-yielding assets so as to overcome the adverse 
effect of inflation. But this was sadly lacking. It is the duty and responsibility 
of the central banker in an underdeveloped economy which is passing through 
inflationaty strains, to aim at encouraging larger expenditure of bank credit on 
production of those commodities and services that have high development 
potential. 

The ineffectiveness of the monetary measures stems from the fact that while 
the credit expansion in the private sector is curbed, the Government’s expendi¬ 
ture has been mounting by leaps and bounds. As a percentage of national income 
(1948=100), the wasteful expenditure has gone up from 6.1 percent in 1950-51 
to 18 per cent in 1964-65.“ Because the unproductive expenditure, which 
has a direct bearing on the liquidity in the economy, has been snowballing since 
the beginning of the planning era, the best alternative left is to scale down 
non-developmental and non-Plan expenditure. Wasteful use of funds on unre- 
numerative schemes taken up for political or other non-economic reasons and 
low-yielding forms of investment must be reduced to the minimum. It is likely 

» Capitcl Annual Number, Calcutta, 1965 (p. 29). It is estimated that the percentaee is stiU 
higher in the Fourth Plan (1969-74). 
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that ‘black money* too has played an active part in accentuating inflation. The 
monetary authorities have paid little attention so far to the problem of unearth¬ 
ing imaccounted money. 

The Reserve Bank of India has been caught in a vicious circle in the course 
of implementing the policy of ‘controlled expansion’, a synonym for the term 
‘growth with stability’. Money supply is expanded to meet the growing demands 
of productive sectors in a developing economy. This tends to create inflation 
which, in turn, raises the financial needs of the productive sectors. To meet 
the legitimate needs of these sectors, still more money is injected into the market 
which, in turn, produces more inflation. Once speculation is sought to be 
controlled through a tight money policy, the productive investors are also hurt 
because their need for funds is a rising function of inflation. Therefore, within 
the framework of this policy there is no escape—production and prices 
escalate together but the latter stay ahead of the former. 


IX 

In the ultimate analysis, the effectiveness of monetary policy in its restrictive 
role will mainly depend upon the success with which it performs its promotional 
role. An appropriate monetary policy in the context of growth of an under¬ 
developed economy will need to concern itself with the development of a 
financial system which will prevent inflation or deflation without impeding 
the adjustment of production and prices that constantly takes place in a dynamic 
economy. Simultaneously, the policy will have to be selective enough to in¬ 
fluence the pattern of investment. The monetary policy will have to be formulat¬ 
ed in a way which will function effectively as an integral part of tlie lota! 
economic policy. 

Exclusive reliance upon monetary policy as a mearut of coping with inflation 
and also dealing with the problem of development of financial institutions is 
‘dangerously one-sided’. No attempt has been made to emphasise the effective¬ 
ness of monetary policy for the preservation of monetary stability. Discussion 
has been confined to monetary policy because that is the subject matter of this 
investigation. The point we have stressed is that the scope of monetary policy 
is larger than is generally supposed and that it is expanding. But it can make 
only a limited impact on inflationary pressures unless steps arc taken in the fiscal 
and administrative fields also. Steps have also to be taken by all sectors of the 
general public for it would be a profound mistake to think that the task of 
maintaining monetary stability is the task of the Reserve Bank of India only. 
Discipline, hard work, and integrity all around are necessary. In other 
words, the attempt has to be manysided, and in this attempt monetary policy 

undoubtedly occupies an important place. 

The two major constraints on growth in India have been the shortage of 
savings in relation to investment needs and the inadequacy of foreign exchange. 
Clearly, in order to stimulate growth it is necessary to make heavy investments 
but this is hampered by the shortage of savings. As a result there is both the pres¬ 
sure and the temptation to expand investment through deficit financing or credit 
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creation. Either of these, \inless their volume and their timing are carefully 
determined, will lead to excessive monetary expansion and an upsurge in prices. 
Therefore, the danger of an inflationary price rise remains a constant menace to 
the process of growth. 

In Indian conditions food supply is a major factor which has a bearing on the 
problem of inflation and safe limits of monetary expansion. The increase in 
income resulting from a step-up in investment generates a marked increase in 
the demand for food, particularly during a period of ^population explosion’. 
A demand-generated inflation of food prices thus tends to become a cost-induced 
inflation of industrial prices. Such inflationary pressures during the Second, 
Third, and Fourth Plan periods (1956-74) threatened the whole concept of real 
growth of the economy through planning. 

The responsibility of preserving the stability of the national currency is not 
confined to central bankers of underdeveloped countries alone. Even in an 
advanced country like the USA the maintenance of the value of the dollar is 
frequently emphasised. Thus the Chairman'® of the Board of the Governors 
of the Federal Reserve System observes: 

What a correct monetary policy can do is to foster confidence in the dollar, 
so that our people can and will save and invest in the future with reasonable 
assurance that their plans will not be frustrated by irresponsible changes in 
the value of money. 

India did well in comparison with the Latin American countries in which 
inflation became a way of life and was institutionalised into the legal and socio¬ 
economic structure of the country. The Indian institution, however, failed to 
accomplish the delicate balance between the two aims; growth as well as 
stability. 

The first sentence of the Approach to the Fourth Five Tear Plan reads, “Growth 
with stability is the main aim of the Fourth Five Year Plan.” The implication of 
this is that if stability is not to be endangered, we have either to be ready to mobi¬ 
lise adequate resources to sustain the desired rate of growth or we have to plan 
for a lower rate of growth. The central banker has the noble task of ensuring 
the maintenance of stable money which goes hand in hand with a high level of 
civilisation.'® Confidence in money is essential to continuing and enduring 
prosperity. 


X 

A passing reference to an interest policy for India has been made at the 
appropriate places. A mere rise in interest rates may hot necessarily mean de¬ 
creased availability of credit. Whatever immobilisation of balances took 
place following measures of credit squeeze and the regulation of access right 
of the banking system was easily neutralised by drawing down cash balances 

“ Martin, William M. Jr., “Monetary Policy and Economic Growth,” Federal Reserve Bulletin^ 
XLVI, No. 2, Feb. I960 (Statement made before the Joint Economic Committee, Washington, 
D.G., Feb. 2, 1960). 

*• The Per Jacobsson Foundation Lecture, November 9, 1966, *‘Introductor>' Remarks,” by 
Donato Menichella, Honorary Governor, Banca d’ltalia. 
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and through the sale of securities to the Reserve Bank. The existence of high 
interest rates reflects the growing scarcity of capital resources under the stimulus 
of the Five Year Plans; if the Reserve Bank’s measures hastened the rise in 
rates, they served just to bring the economy nearer equilibrium. There was a 
good deal of buoyancy and speculative fervour in the capital and commodity 
markets. The optimistic outlook of the business community raised the demand 
for funds and, consequently, the rates of interest. Since a rise in interest rates 
may raise costs of production and so prices, it may not be looked upon with 
favour. But higher interest rates, by raising costs, may prove to be a deterrent 
to investment expenditure, and that was also the objective of the Dear Money 
policy pursued by the Reserve Bank of India in the Plan period. 

It may be pointed out in this context that there is a disparity in the rates of 
interest in the oiganiscd and unorganised sector. This disparity should be 
eliminated so that any trend towards the flow of funds into the unorganised sector 
in search of higher interest yields might be counteracted. 

The bank rate by itself is not a powerful instrument of interest rate policy. 
The impact of the bank rate on the money and capital markets has not been signi- 
fleant as it relates only to the borrowings of the scheduled banks from the 
Reserve Bank of India. It forms only a small segment of the whole interest 
structure which regulates the flow of funds to different uses. To ensure that the 
flow of finance to different sectors is in accordance with the objectives of 
economic policy of the planned economy, this sphere of regulation has necessarily 
to encompass the whole structure of interest rate. 

A balanced structure of interest is a prerequisite for a proper distribution of 
resources between different sectors of the economy and between different uses. 
The allocation of resources by these sectors is broadly outlined in the Plans 
which also indicate the sources from which the investment programmes will be 
financed. To achieve this pattern of financing the structure of interest rates must 
be appropriately shaped. Unfortunately, the interest structure has been found 
to be imbalanced, particularly in the Third Plan period even though the Reserve 
Bank of India and the Government have a variety of instruments at tlieir 
disposal to regulate interest in almost all important ranges. 


XI 

A critical and searching analysis has been made of the nature of growth and 
composition of the investment portfolio of commercial banks in the Plan period. 
Seasonal variation in the investment portfolio is gradually lessening with the 
rise of the industrial economy. With the progress of industrialisation, the 
non-agricultural sector expands and the bank advances against these commo¬ 
dities increase. These factors moderate considerably the seasonal variation in 
bank credit for agricultural commodities. Lately, there has been a marked 
surge of bank investments in the short-dated Government securities.^* The 

u During the closing years of the Fourth Plan (1972-74), investments recorded a marked 
shift in favour of inedium»«horti (5-10 yean) quite in conformity with the inflationary price 

level. 
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marked preference for the short-dated securities is possibly an attempt to keep 
the liquidity in readiness to respond to the growing demand for the bank funds 
in a developing economy. The shift in the maturity distribution in favour of 
the short-term group is due to the fact that during a period of rising price levels 
depreciation in the value of short-dated securities is comparatively small. The 
explanation for the present trend for shortening of the maturity pattern may 
be found in the banks* expectations about the rise in the futme interest rate 
also. A note of caution has been sounded as to the wisdom of the statutory 
obligation of the commercial banks to maintain 33 per cent of their deposits 
in Government securities that yield a low return thereby causing erosion of 
profits. The statutory obligation of keeping a high percentage of deposits in 
Government securities tends to curb the power of the banks in extending credit 
to the desired sectors. 

Tlie rate of interest of Government securities must bear a proper relation¬ 
ship to the yield on debentures, preference shares, and equities so that the 
distribution of resources between the two sectors and between different uses 
will be such as to promote the highest growth. 

A reorientation of outlook is necessary to create dynamism in a developing 
economy. It has been logically established that term-financing by the commer¬ 
cial banks will not jeopardise their liquidity position, rather judicious term- 
loans and an active vigilance towards their prudent application will tend to 
strengthen the banking structure. A more purposeful advent of the commercial 
banks into term-lending is bound to bring them into a closer relationship 
with the development banks and a clear demarcation of their respective spheres 
of activities seems to be well-worth consideration. 

The respective roles of the commercial bank and the development bank have 
been fully examined and it has been found that in spite of the strong emphasis 
on the efficacy of the development banks, the contribution of the commercial 
banks to the economic growth seems to be more important in bringing about a 
healthy national economy. Despite the proliferation of specialised institutions 
after World War II they appear, quantitatively, to play a relatively small part 
in industrial financing. It has been argued that with proper authority and scope, 
the commercial banking sector will be able to assert its position in the realm of 
development finance. Bold and uninhibited encouragement from the central 
monetary authority is needed to give an impetus to the commercial banks. 
As Mr. Diamond^® puts it: 

Given effective instruments of monetary policy, adequate bank inspection, a 
central bank prepared to provide discriminating liquidity, and an under¬ 
standing of the varying liquidity requirements of the different types of 
resources at the disposal of a bank, the marriage of commercial and invest¬ 
ment banking is safer and more effective.... 

The proliferation of development banks and their overlapping areas of 
functioning have been carefully studied. The mushrooming and overlapping 
of these term-lending institutions is puzzling, it reflects the persistent efforts 

Diamond, William, Devtlopment Banks, Economic Development Instituie, Johns Hopkins 
Press, Baltimore, 1957, pp. 31 and 44, 
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of the Reserve Bank of India to rectify the previous failures of their half-hearted 
efforts. 

The Industrial Finance Corporation of India (IFC), formed in 1948, has 
already been playing a significant part in the financing of the industrial deve¬ 
lopment of the country. The promotional nature of the Corporation’s activities 
has steadily increased and it has already gathered a wealth of experience in the 
field of development banking. The Reserve Bank of India should have displayed 
a heightened awareness of the exigencies of the situation by transforming the 
IFC into the IDBI, it would have been a natural and desirable move. But the 
creation (in 1964) of this new institution will, in the long run, seal the fate of the 
IFC, one of the finest development financing institutions operating in any 
underdeveloped country today. In a developing economy the promotional 
role that a central bank has to play undoubtedly involves the assumption of 
diverse functions. What has been emphasised in our study is that instead of 
sponsoring another innovation, a more fruitful step would have been to combine 
the National Industrial Development Corporation (NIDC) with the IFC— 
synthesising the accent on promotion and development of the former with the 
emphasis on financing of the latter. 

Development of export trade is essential to make the economy self-reliant and 
self-sustaining. The export credit system of India has been studied in detail with 
particular reference to the costs of export credit at various stages and the 
niechanism of the Reserve Bank refinance from the point of view of the adequacy 
of incentives provided in it to banks for expanding export credit. In India the 
banking system is still immature, especially in the field of export trade. Sound 
banking traditions for providing cheap and adequate export finance have yet to 
grow. A strong and stable institutional framework for development finance in 
export credit is conspicuous by its absence. The nurturing of these young insti¬ 
tutions, encouraging their growth, and the rearing of personnel trained in the 
field of export finance, therefore, constitute important aspects of the promotional 
task of a central bank in an underdeveloped country. If the Reserve Bank of 
India at present does not take the initiative to close the numerous gaps in the 
machinery of industrial, agricultural, and export finance, they will remain 
unfilled. It is only when the task of building up the financial infrastructure ol 
the growing economy has been fulfilled that a central bank can retire gracefully, 
concentrate exclusively on central banking functions proper, and operate as a 
distinct institution. 

In the context of development plans careful husbanding of the scarce foreign 
exchange resources in the hands of the central banks has assumed added 
significance. It has, therefore, been thought pertinent to examine the role of 
the Reserve Bank of India in the mobilisation of foreign exchange and ad- 
tninistration of exchange control during the plamung era. 

xn 

With the expansion of both deposit and bank credit under the stimulus of the 
Five Year Plans and the remarkable diversifications of the bank’s activities, 
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a series of amendments to the Banking Companies Act of 1949 (now the Banking 
Regulation Act) as well as the Reserve Bank of India Act of 1934 have been 
effected according to the changing needs of the economy. The new powers 
conferred on the Reserve Bank of India are intended to strengthen and consoli¬ 
date the banking structure towards the fulfilment of growth objectives of the 
planned economy. 

The provisions of the Act regarding minimum adequacy of banks’ capital 
funds which were introduced in the pre-Plan period natmally became outmoded 
in the planned economy. The Act was amended requiring every bank to trans¬ 
fer 20 per cent of its profits to reserves even after it equals the paid up capital. 
A norm has been set by the Reserve Bank that it may exempt a bank from the 
provision of this section if the ratio of paid up capital and reserves reaches 6 per 
cent of the deposits. If this convention is practised in the right spirit, the regula- 
lation will improve the tone and efficiency of the banking system by strcngtiien- 
ing the capital base of the banks. It is our impression that the capital-assets 
(realisable value and not balance sheet value of assets) standard which is being 
increasingly adopted in recent banking legislations is more scientific than the 
outmoded capital-deposits ratio. The 39 per cent liquidity requirements of the 
Indian banks is considered to be too drastic when demand for credit is growing 
under the stimulus of the Plans. In an expanding economy the ability of the 
banking system to extend credit to bona Jide requirements of the private sector 
must not be curtailed. The present liquidity requirement may result in starving 
and depriving the developing sectors of the much needed bank finance and 
ultimately stunt the growth of the economy. The time-honoured concept of 
liquidity loses much of its sanctity in a developing economy in which the 
solvency of the banking system becomes identical with the economic efficiency 
and solvency of the Government. The Indian institution has been armed with 
sweeping powers of control over the banking structure of the country. With 
additional new powers and responsibilities it will not be able to escape from a 
direct responsibility for a major banking crisis should it occur in India. In 
brief, it possesses adequate powers to deal with any emergency. Even the powers 
of moral suasion have increased considerably in recent years. The planned eco¬ 
nomy has brought the Indian central bank closer to the commercial banks and 
the determination to fight the continuous inflationary pressure generated by 
large-scale Government expenditure is helping to forge valuable ties of co¬ 
operation between the two. Such habits of cooperation provide the means of 
increasing the influence of the central bank over the banking and credit structure 
of the country. 

In the course of this study, the major causes of weakness of the Indian commer¬ 
cial banking structure have been exposed. The steps taken so far by the Reserve 
Bank to strengthen and consolidate the commercial banking system have been 
fully examined. The legislative measures adopted so far and directives issued 
from time to time for regulating the banking behaviour oriented to the growth 
pattern of the economy have been fully discussed and critically examined to 
indicate lines of improvement. 
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xm 

Recently, a fresh concept of bank credit behaviour has been introduced which 
seems to bestow on the banking system a new consciousness on the application 
of bank funds to certain economically weak, but socially viable, sectors which 
have hitherto received less attention from the central monetary authority. 
The essential idea behind this concept is that banking—including central bank¬ 
ing—is a public service, where the social ends are more important than profit¬ 
ability. The public service aspect of banking institutions is no longer in serious 
dispute. Yet, the practical question often is whether the entire banking system 
needs to be nationalised. The objective of‘social control’ over the commercial 
banking system as envisaged in India is to ensure, without an actual takeover 
of banks into public ownership, the achievement of those social ends that 
nationalisation could conceivably secure. The major objective, clearly, is to 
effect a more purposeful distribution of available credit in terms of accepted 
investment priorities and correspondingly a more efficient mobilisation of 
savings, since the credit needs are always likely to run ahead of the availability 
of savings. 

With the nationalisation of major commercial banks the management of 
commercial banks has been brought into sharp focus. The concept of manage¬ 
ment, if properly applied to the banking sphere, would enrich considerably the 
efforts to make the banking institutions play a more dynamic role in India’s 
economic development programme. If banks are to play a socially oriented 
role, they must be prepared to infuse some radical thinking in their traditional 
management concepts and practices so as to be able to meet the challenge 
of change more vigorously. The social objective calls for a larger allocation of 
available resources to priority sectors such as agriculture, small industries, and 
export which are being encouraged as a part of the broader national, economic, 
and social strategy. The social objective must be translated into reality through 
the policies and operations of the central bank, as well as the commercial banks, 
and other financial institutions. The most onerous responsibility, however, 
devolves upon the Reserve Bank of India as the guardian of the monetary 
system. 

Althougli the Indian banking system has registered striking advances in recent 
years, both dimensionally and in terms of functions, there is still a great deal of 
dissatisfaction with it. Its coverage is limited to the urban and semi-urban areas. 
Even within the areas it covers, the tendency has been for it to cater mainly to 
the needs of the relatively bigger and better established industries or businesses. 
There has been little effort in the direction of reaching out to new classes of entre¬ 
preneurs and fostering enterprise along new lines. Bank managements have 
sometimes been closely associated with certain industrial groups, whose needs 
have received a measure of precedence thus promoting what has been called a 
concentration of monopoly power. The principal motivation for change has, 
therefore, been the desire for more purposive allocation of bank credit in accord¬ 
ance with the Plan priorities. The Banking Regulation Act has been amended 
in view of this silent revolution in the world of banking and the Reserve Bank 
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is to have lai^er powers for a positive direction of credit, to evolve a scheme of 
priorities, and to take an overall view of the sectoral needs against total avail¬ 
abilities. Meanwhile, a National Credit Council with representatives from 
industrial, trade and banking interests as well as specialists from priority sectors 
has been set up to define priorities and to provide guidelines to the banking sys¬ 
tem.^® The stress on purposes, and with them on priorities, is as a logical 
development in the context of a socially determined programme of economic 
and financial development. One recalls in this context Keynes’s^’ highly 
perceptive observations: 

.. .in Great Britain.. .the amount lent to any individual being governed 
not solely by the security and the rate of interest offered, but also by reference 
to the borrower’s purposes and his standing with the bank as a valuable or 
influential client. 

The purposive direction of credit that the scheme of ‘social control* aims at 
will, it must be emphasised, evolve over time. It is important to ensure that in the 
attempt to direct credit into new lines, the old ones are not starved; the exercise 
would be meaningless if new ‘gaps* were to arise in the process of filling up old 
ones. It is fair to say that banks cannot change their practices overnight, and 
some of the new tasks that are being envisaged for them are by no means easy 
ones. It will be necessary for them to build up adequate machinery with the 
needed expertise to be able to cope with these tasks both at the head offices and 
in the field. There are, similarly, problems for the central banking authorities 
as well. There is the overall constraint of resources, and the central bank 
cannot but weigh carefully its accessibility to the banking system both in terms of 
the price aspect and the quantity aspect. There are also a number of technical 
problems that arise in this context. Within the overall framework of credit policy 
and allocations, there are special needs to be taken care of—needs arising from a 
seasonal or cyclical situation or from the particular problems of an industry, na¬ 
tionally or regionally. Both adequate information and careful analysis are needed 
for timely appraisal of the emerging needs and the appropriate response 
to them. 

The sectoral priority for credit allocation, however, is not su^estivc of a blind 
diversion of resources to the indicated chaimels irrespective of their productivity. 
The productivity of resources is gauged by the extent of resources generated by 
any given investment. The resources generated are funds in-flow and all 
investments are funds out-floNv. These in-flows and out-flows have a time 
dimension. It is the ratio of in-flow of funds to out-flow of funds that measures 
the productivity of investments. The higher the productivity of investment, 
the more rapid is the rate of economic development. It, therefore, follows that 
creative employment of bank credit should be gauged by the extent of fund in¬ 
flows they help generate directly or indirectly. In each preferred sector, through 

** With the imposition of social control over commercial bank behaviour, rvtimril was 
set up in 1967. After the nationalisation of major commercial banks and with the fimctioning of 
Credit Cell in the Reserve Bank of India this institution has become superfluous and therefore, 
defunct. Officially, it is still alive. But the academic world is not aware of its existence. 

•’Keynes, J. M., i4 Treatise on Mon^, Vol. II, 1930, Macmillan & Co. Ltd., London. 
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periodical field surveys and research studies, the central bank should first assess 
the potential for creative investment both regionwise and activilyavise and deter¬ 
mine the ratio of bank credit to fund in-flow generated, in relation to the over¬ 
all investment or fund out-flows. This ratio may become the target to be 
achieved or results to be produced. 


XIV 

The changing role of the Reserve Bank of India in relation to the public and 
political authorities has been brought into sharp focus in the light of foreign 
experience. An agreeable consensus is almost impossible to obtain amongst the 
‘political-economic leviathan*. The central bank was designed to be kept apart 
from politics but the contemporary monetary policy is influenced by the 
strongest political considerations and expediency. Possible means have been 
suggested for preventing unseemly conflicts between the central banker and 
the political authorities. One interested in central banking policy must be con¬ 
cerned with the identity of the central bank as a political institution as well as 
what it does in the area of monetary affairs.^* 

The central bank is a part of the apparatus of the Government and within that 
context, it must find arrangements which permit it to use its powers effectively 
and without political interference. The meaning of independence of the central 
bank is not an independence from the Government, it is an independence 
within the Government.^* A good deal depends on history and tradition and a 
fair amount even on the personalities involved. It is obligatory on the part 
of an alert, conscientious central banker to warn the Government of any 
condition which may pose a threat to the country’s monetary stability. He 
must, however, confine his advice only to financial and economic issues on which 
he is qualified to advise by virtue of his technical competence. It is his duty 
to communicate his views to the political authorities on controversial fiscal 
problems confidentially, and to inform them to what extent his responsibility to 
maintain monetary stability is being impaired by the budgetary and taxation 
policies of the Government, and to advise them as to the degree in which these 
call for modifications. He must, however, be particular not to ‘dabble in matters 
which might have political implications’, and therefore should not take part in a 
public controveny. 

The public should always be entitled to assume that if the Governor were 
directed to carry out a monetary policy which, in good conscience, he could not 
regard as being in the national interest, he would, after taking steps to ensure 
that the issues involved were placed clearly before the public, resign.*® A central 
banker can contribute substantially to the Government’s discussions on economic 
policy matters and the Government should associate him with the formulation of 

*• TimberUke, R. H., Jr., Moruy, Banking and Central Banking, Harper & Row, New York (pp. 
342-346) and aUo his letter to the writer dated the June 4, 1969. 

“ The RadcUfle Report, Vol. I, pp. 256, 286 fit 295. See footnote 1 (Ch. 2). 

*• TTu Per Jacobtjon Foundation Leetme, delivered by Mr. Louis Rasminsky, Governor, Bank 
of Canada on November 9, 1966, Altieri Palace, Rome. 
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those decisions on economic policy affecting monetary operations. 

Although the ultimate responsibility for overall economic policy rests with the 
Government, central bankers today emphasise that the due discharge of their 
duties would call for a certain measure of independence in their technical opera¬ 
tions as well as in their policy thinking. The true nature of the relationship 
between the central bank and the political authorities can be understood neither 
in terms of ‘independence’ nor again in terms of ‘subordination . The relation¬ 
ship can best be described in terms of ‘partnership*. It is this concept of a 
‘partnership’ in a joint venture, a spirit of close and continuous cooperation 
which alone can resolve the historic friction. 


XV 

The objectives underlying the takeover of major commercial banks by the 
Government were to generate the willingness and the capability of the major 
banks in the private sector towards a far-reaching approach to the social 
problems of India and in using their talents and strength to ameliorate social 
inequalities and to promote balanced development. How far the objectives of 
planned operations of banks to meet the ends of socio-economic justice have 
succeeded and how far the neglected and forgotten sectors of the economy have 
received the enthused attention and the benefits of bank finance have been 
probed in greater detail. 

The spatial spread of banking in general, and its rural reorientation in 
particular, are the two outstanding features of the post-bank-nationalisation era. 
Public sector banks have failed to promote the rural segments of society to the 
desired extent. Besides, wide disparities in the regional spread of banking 
facilities still predominate particularly in the Eastern Region. The cost 
structure of the banks and their attitudinal and ethos barriers are formidable 
obstacles. To take just one example, a peon in a rural branch draws higher 
emoluments than the village headmaster. Since such odd features reflect 
serious social stress and strain, making the banks socially unacceptable in the 
rural areas, the Government has decided to fuse banking with a rural setting 
to overcome the complex sentiments, prejudices, and suspicions inherent in the 
situation. 

Instead of quantitative studies of branch expansion, decrease of bank popula¬ 
tion, bank profits, deposit mobilisation, advances including the priority sector 
advances of regional growths, this investigation purports to focus a few indicators 
towards the qualitative changes. 


XVI 

Central banking really is what the central bankers make it. It is, indeed, 
a complex and delicate operation and as such it cannot be established success¬ 
fully by means of legislation. It is far better not to limit the discretion of the 
central bankers by introducing too many details into the statute. It is a product 
of years of experience and of the growth of sound conventions. While central 
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banks, under the traditional gold standard, were merely expected to conform 
to the ‘rules of the game’, they exist today, to use an expression of Professor 
Sayers again, ‘for the very reason that there are no such rules’ any more. 
Central bankers must seek to meet the various objectives of economic policy 
by means of the monetary powers at their discretion to the largest extent possible. 
A succession of very able Governors who manage the operations of these banks 
will materially increase the significance of central banking. What emerges as the 
next problem m the underdeveloped countries is the task of finding and training 
adequate personnel to carry out successfully the functions being undertaken by 
those central banks. The task of finding an able Governor—a practical central 
banker as well as a good theorist—and an efficient staff to support him is now go¬ 
ing to prove a more important task than the search for any more new gadgets 
of control.^ What has been in shortest supply among central bankei^ is not a 
working knowledge of how monetary policies work, but imagination and venture¬ 
someness in drawing on knowledge and administering powers we already have 
Professor Whittlesey®* has aptly observed: 

Success depends on the refusal of central bankers to be immobilised from 
constructive action by inordinate fear of being found wrong. Insufficient 
attention has been given, certainly in the United States, to discovering both 
new methods and more effective ways of applying old methods. 

Tlic attempts at international financial cooperation have been largely pallia¬ 
tive and ad hoc arrangements. A more serious, long-term and basic monetary 
organisation in the form of a world central bank is conceivable and has had 
some recent support. The requirements for such a system would be technically 
simple yet politically formidable. A world central bank would require each 
participating country to hand over its fundamental monetary sovereignty to 
this institution. No national governments, particularly strong ones, are ever 
willing to give up sovereignty over an item as important as the stock of money— 
particularly to an international agency which might be operated by representa¬ 
tives of countries whose'political-economic’ ideas and ideals were not particularly 
palatable." The overwhelming improbability of getting an agreeable consensus 
amongst the politicians and the economists so that the agency would run itself 
is thus manifest. Even so, attempu might be made. 

The institutional setup in the field of finance, as in any other field, has to be 
in response to the particular situation that exists at any given time, the degree 
and pattern of prior development, the availability of resources of finance as well 
as of manpower, and the mores currently acceptable to the community. 
There can be no universal recipe, no set pattern that others can take over and 
plant in their own environment. The Indian pattern will evolve in time, and the 

Sen, S. N., Cetaiol Banking in Undevetofxd Afon^ MarkeU, Bookland Pvt. Ltd.. Calcutta 
1961. pp. 273-274. 

»»Whittloey and Wilson (Ed.), Esiajrs in Money and Banking in Honour ofR. S. Saytrj, Clarendon 
Preas, Oxford, 1968, pp. 264-65. 

•• Timbcrlakc, R. H., Jr., op cit., pp. 293-296. A discussion of this possibility by Robert 
Triflin appears in Mon^ and Economic Aetu/ity, Readings in Mon^ and Banking, Lawrence S. Ritter 
(Ed.), Houghton Mifflin, Boston, 1961, pp. 435-445. 
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precise relationships between the Reserve Bank and other financing institutions 
that will ultimately crystallise cannot be predicted at the present stage. No 
last word can be said about the stimulating activities of central banking to pro¬ 
mote the growth of the national economy as the processes are of continuous 
innovations and the matter is never free from controversy. 

This work, therefore, aims at observing and analysing the central banking 
operations in India in the context of the planned development programme of 
the country and the lines along which reorientation needs to be made to guide 
the banking and financial system to cater to the growth objectives. The pattern 
of central banking behaviour in India has undoubtedly shown a refreshing 
change lately. This unmistakably indicates a reoriented and wholesome outlook 
for providing stimulus to the transformation of the national economy in India 
along the desired direction. It is not possible to make serious prognostication at 
this stage as to what the ultimate phase of a central bank’s growth-oriented role 
will be. All one can say is that the Indian experience in regard to the develop¬ 
mental role of the central bank has been meaningful in the given context and one 
should not, in assessing its further potentialities, be prejudiced by the patterns 
of central bank attitudes and practices that have evolved in the more developed 
world. An essential characteristic of satisfactory central banking policy must be 
adjustability and flexibility of action.** Not more conservatism but more 
resourcefulness and more flexibility will, hopefully, provide the answers to the 
problems of the developing countries. 

The evolution of central banking is far from complete and, indeed, is still in a 
state of flux and formation. In India today, it has yet to reach a settled and final 
status. The rumblings of revolutionary changes have been heard before and 
could be heard again.*® 


** Prof. Chandler is convinced on this point and has an excellent analysis in Central Banking 
and Economic Development, pp. 26-28. 

•• Fourteen major Indian Banks were suddenly nationalised at midnight of July 19, 1969. 
The Banking Commission suggested certain basic changes in the restructuring of the K;»nktng 
system. The Government has, moreover, decided to set up a special category of ‘Regional Rural 
Banks’ to fuse banking with the rural setting (Sec Chapter 13, Section II). Another Banking 
Commission has been set up in July 1976, mainly to restructure the public sector >>nntf< 



The Role of Monetary Policy in 
the Planned Economy of India 


Trends m Monetary Management in the Pre-Plan Period 

The first chapter of the RadcUffe Gommittee’s Report^ opens with the following 
interesting observations on monetary policy: 

Monetary polity is necessarily moulded by the world in which it takes shape. 

The scope for its exercise is not invariable, and the aims_and the tecli- 

mques which give it effect arc all conditioned by the facts of the economic 
situation and the ideas of the time. 

Monetary policy is, thus, not an independent entity but a part of the overall 
economic policy of a country. In relation to economic growth monetary policy 
should be designed to help the process of development by adjusting money supply 
to the requirements of growth, by directing the flow of funds into desirable 
fields of investment, and by providing institutional facilities for credit in specific 
sectors of economic activities. Analysis of the monetary policy of a country 
reveals the fact that the objective of monetary policy has changed from lime to 
tunc according to exigencies of circumstances. 

After World War II, most of the war-tom countries tried to rehabilitate their 
economy by regulating their monetary policy whereby greater emphasis was 
laid on the need of a high level of investment to accelerate the pace of economic 
growth. For example, the British Government specially stressed ‘steady eco¬ 
nomic gp’owth and improvement of the standard of living’ as one of the major 
objectives of monetary policy during the postwar years.* 

Economic growth as an objective of central banking policy represents the same 
significant step in the development of monetary policy in the postwar years as 
full-employment had been in the central banking legislations of the prewar 
decade. In sharp contrast with the central banking statutes in the prewar days 
adequate economic growth or development as a notable aim of monetary policy 

* Rtpnt of th$ CommUUo on the Working of Uu MoruUuy System, Her Majesty’* Sutionery Office. 
Loodon, 1959. Lord RadcliiTe (Chairmao). Referred to hcrcaficr a* the Raddiffc Report. 

•The RadclifTc Committee Report, para. 69, p, 22. 
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has been assigned top priority in the Acts of central banks recently set up in 
underdeveloped countries. Xhe effort of central b anking to stimulate economy 
in the postwar period can be traced in the statutes of the central banks of Para¬ 
guay, Guatemala, the Dominican Republic, the Philippines, Ceylon,® Malay, 
Burma, Pakistan, Ghana, Nigeria, and of the Federal Reserve System. It is in¬ 
teresting to note that there are such expressions as ‘orderly economic growth’, 
‘growth of the country*, and ‘steady development of the nation’s resources’ in a 
publication of the Board of the Governors of the Federal Reserve System.* 

The Reserve Bank of India, the central monetary authority of India, 


functioned with restricted scope till the end of World War II and the monetary 
policy of the Reserve Bank of India during the war was essentially concerned 
with the management of the deficits incurred to finance it. The techmques of 
monetary policy pursued by the Reserve Bank of India during the war have 
been characterised by Professor K. N. Raj® as a 

conglomeration of measures adopted at each step with respect to the imme¬ 
diate requirements, created by war whose future demands were of an unknown 
magnitude, and particularly under the peculiar conditions obtaining in 


India. 

With the attainment of independence in August 1947, dawned a new era in 
India heralding a new phase of economic development. The National Govern¬ 
ment began to forge ahead with a positive outlook in the economic domain and 
tile policy of the State’s active participation in various economic activides began 
to take shape. The war-time policy of mobilising resources to meet defence needs 
was changed to one which would finance the development plans in postwar 
India and the transformation followed. 

It was thought necessary to arm the Reserve Bank with direct powers for 
managing the war-shaken national economy. The Bank was brought under pub¬ 
lic ownership and management by the Reserve Bank (Transfer to Public 
Ownership) Act, 1948. The Banking Regulation Act, 1949® was passed giving 
the Bank ^vide and overriding powers of supervision and control over the 
banking system with a view to strengthening the insdtudonal frame of the money 
market and making the policy of selecdve credit control more effective in 
channelising credits to socially desirable fields in the context of the objeedves of 
the development Plans. The Reserve Bank of India thus emerged as a conscious 
guardian and watchdog of the monetary structure of the country in the postwar 
economy of independent India. Briefly speaking, the scope of monetary policy 
was widened enough to influence the monetary-credit structure with greater 
effectiveness and to make adequate adjustment to meet the needs of economic 
growth envisaged in the Five Year Plans. 


5-** At present Sri Lanka and Malaysia respectively. 

* The Federal Reserve System, Its Purposes and Functions, cd. 1954. 

* Raj, K. N., The Monetary Policy of the Reserve Bank of India, National Information and Publi¬ 
cations Ltd., Bombay, Popular Prakashao, 1948, p. 160. 

* Formerly the Banking Companies Act, 1949. 
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The Working of Monetary Controls vis-a-vis the Position of Scheduled 
Banks during the First Plan Period 

The significance of a sound monetary policy was rightly emphasised by the 
Government of India in its First Five Year Plan.’ Central banking in a planned 
economy had to take on an active role in increasing developmental activities 
and ensuring that finance flows to the fields envisaged. This objective of 
monetary policy continued throughout the planning era and steps were taken 
to encourage savings, provide incentives to investment, prepare a climate 
conducive to the attainment of Plan programmes by arresting inhibitory factors 
and curbing inflationary spirals. The acceleration of economic development 
‘in an environment of reasonable price stability’ was the watchword of the 
monetary policy. 

With the beginning of planned economy the Reserve Bank of India launched 
a new approach to monetary policy and raised the bank rate from 3 to 3.5 per 
cent to coincide with the beginning of the busy season in November, 1951, 
after 16 years of stability. It was raised to counteract the postwar trend of rising 
prices and the inflationary pressures generated by the Korean boom. This was a 
signal to the banking system initiating a policy of tightening credit and it virtual¬ 
ly put an end to the era of cheap money policy. This step was needed to control 
inflation and, at the same time, to gear credit to the genuine needs of trade 
and industry of the First Five Year Plan. The justification for a new policy, 
it b claimed, was found in the big rise in bank credit during the busy season 
of 1950-51. With the launching of the new monetary policy tlie Reserve Bank 
could again control credit and the volume of money supply. The motive was 
that the market would be getting as much money as the Reserve Bank chose 
and not as much as the market wanted. 

It might not be out of place to mention here that there is a great deal of contro¬ 
versy in Western countries about the efficacy of bank rate—even an expert 
body like the Radclifle Committee has spoken equivocally about it.® In a poorly 
monetbed underdeveloped economy, the effectiveness of the bank rate b, of 
course, limited, as a considerable portion of credit flows into the system from out¬ 
side the monetbed sector. Therefore, what seems to be necessary is a ‘package 
deal’ approach in which the monetary mechanbm is supplemented and support¬ 
ed by, and fully coordinated with, fiscal policies and physical control measures. 

Simultaneously with the rabing of the bank rate a suitable change was 
effected in the technique of open market operations. The Reserve Bank of 
India declared that thenceforth it would not freely purchase Government securi¬ 
ties in the open market but that it would grant advances to scheduled banks® 


’ Fvil Five Year Plan, loc. cit., p. 38. 

• The Radclifle Committee Report, p. 162. 

* In Indian terminology, banks are divided into t>vo classes—scheduled and nonschcdulcd 
banks. Scheduled banks have a paid up capital and reserves of Rs 500,000 or more and arc in¬ 
cluded in the Second Schedule of the Reserve Bank of India Act, 1934. In this study the term 
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against Government and other approved securities specified in Section 17 (4) (a) 
of the Reserve Bank of India Act, 1934. In other words, banks were 
not to be refused reserves, but the method of providing them had been 
changed.^® 

Hitherto, the normal practice of the Reserve Bank was to buy Government 
securities offered to it for sale at market rates. As a result, scheduled banks were 
able to obtain funds during the busy season by selling Government securities 
in their portfolio to the Bank and thereby augmenting money supply freely in 
the midst of inflationary pressures. 

Since this change in the open market policy of the Reserve Bank, its operations 
have grown to be more flexible and significant. The immediate effects of the 
change in the bank rate and the open market policy were a hardening of the 
structure of interest rates and a stoppage of the automatic expansion of liquidity 
in the system through the Reserve Bank’s purchases in the open market. The 
shift in policy further enabled the Reserve Bank to influence the pattern of bank 
advances. Since banks had to resort to borrowing from the Reserve Bank to 
meet their seasonal demands, they had to exercise greater caution in their 
lending operations.*^ 

Stated differently, the new monetary action imposed an effective check on the 
expansion of money supply during the busy season and the pattern of interest 
rates also adjusted to the situation.** These adjustments curbed speculative 
lending and enabled the Reserve Bank to exercise an effective control on the 
magnitude and purpose of bank advances. The contraction in the volume of 
credit limited the scope of speculative trading which, in its turn, had an impact 
on the downward trend in prices. The Reserve Bank thus acquired a greater 
measure of control than it ever had on the banking system. 

As stated above, the bank rate by itself is not a powerful instrument of policy 
because it forms only a small segment of the whole interest structure which 
regulates the flow of funds to different sectors and uses. Its significance in India 
is further limited by the fact that it relates only to the borrowings of scheduled 
banks from the Reserve Bank. These are not large and even at the peak of th^ 
busy season have been till today only about 10 per cent of the total bank credit. 
Evidently, the rise in the bank rate would not by itself have had the effect 
of increasing the degree of control by the Reserve Bank over the supply of 
money and credit in the system, had the Reserve Bank continued to buy Govern¬ 
ment securities in the open market as readily as it had done hitherto. It was, 
therefore, inevitable that the bank rate policy should have been supplemented 

‘scheduled bank’ refers to scheduled commercial banks excluding the 14 State cooperative banks 
included since 2nd July, 1966 in the Second Schedule to the R.B.I. Act, 1934. 

Olakanpo, J. Obasanmi, Central Banking in the Commonwealth, 1st Edn., Book Land Pvt. Ltd., 
Calcutta, 1965, p. 102. 

“ For detaib see Report of the Central Board of Directors, Reserve Bank of India, 1952, pp. 15-16, 
& 19, and also the Report for 1954. 

** The Imperial Bank (State Bank) raised the general lending rate from 4 to 4.5 per cent, the 
call rate for advances to banks against Government securities of Rs 5 lakhs and above from 2.75 to 
3 per cent and for amounts less than Rs 5 lakhs from 3 to 3.25 per cent and again rate of advances 
of Rs 5 lakhs and above was raised to 3.5 per cent. 
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by an adjustment of the Reserve Bank’s open market policy, so as to prevent 
the monetisation of public debt by banks. 

It is profitable to remember that for achieving a higher rate of growth, it is 
necessary to have not only an adequate amount of investable funds but also a 
proper distribution of these funds amongst competing uses. And to ensure that 
the flow of funds to the different segments is in accordance with the Plan 
objectives, this sphere of regulation has necessarily to encompass the complete 
structure of interest rates or the liquidity of the whole economy. 

A point of paramount importance to be noted in the monetary policy in the 
pre-Plan period was its failure to create an organised discount market. The deve¬ 
lopment in the use ofbills did not make any progress during the decade 1940-50. 
Even after one decade and a half of the Reserve Bank of India’s patronage, the 
bill market seemed to be as far from realisation as ever. 

A development of great significance in the Plan period was that the Reserve 
Bank introduced under the provision of Section 17(4)(c) of the Reserve Bank 
of India Act, 1934, the Bill Market Scheme, effective from January 16, 1952. 
The Reserve Bank announced that it would “make advances to scheduled banks 
in the form of demand loans, against their promissory notes, supported by 
usance bills or promissory notes of their constituents”. 

The banks were accorded a further inducement by way of facilities for accom¬ 
modation against usance bills at .5 per cent below bank rate, i.e., at 3 per cent. 
This scheme enabled the commercial banks to draw upon the Reserve Bank 
for extra funds during the busy season by converting some of their loans into 
bills. Before the scheme was launched, the commercial banks could borrow 
from the Reserve Bank mainly on the basis of Government securities, that is by 
surrendering some of its holdings of Government securities. It was conceived 
that some relief should be provided to the banking system from the rigours of 
the new monetary policy. Thus, tlie Reserve Bank had to come to the aid of the 
market to moderate or arrest the progressively declining price level in the months 
following April 1951, as indicated in Table 2.1. 

The scheme successfully helped in mitigating seasonal stringency in 1952-53. 
Initially, the scheme was restricted to the scheduled banks having deposits ol 


TABLE 2.1. Index Nomberc o£ Wholesale Prices in India, USA and UK, 1951-52 

US Baset January-June 1960»=100 



India 

VSA 

UK 

1951 2ad Qparter 

116 

117 

129 

1951 3rd Quarter 

113 

116 

130 

1951 4th Qtiarter 

112 

116 

133 

1952 lit Cbtarter 

104 

114 

134 


Sources: i) on Currm^om/Ftminrr, Reserve Bank of India, 1951-52, Sutement 16. 

ii) International Financial Statistics issued by the International Monetary Fund, 1952. 
(The prices in India fell by 17.3 per cent as against 2.7 per cent in the USA and 
a rise 4.8 per cent in the UK.) 
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Rs 10 crores or above.The scheme was extended in June 1953 to the scheduled 
banks having deposits of Rs 5 crores or above; in July 1954, the scheme covered 
all scheduled banks possessing a licence under Section 22 of the Banking 
Regulation Act, 1949. In order to enable the smaller banks to make use of its 
facilities the minimum amount that could be borrowed at any one time and the 
minimum amount of the bill were also reduced from Rs 25 lakhs and Rs 1 lakh 
to Rs 5 lakhs and Rs 50,000, respectively- The Reserve Bank observed that in 
1953-54 “movements in money supply during the year were in accordance 
with the growing requirements of a developing economy”.^* 

The Bill Market Scheme also added considerable flexibility to the functioning 
of the Reserve Bank as lender of last resort. Tables 2.2 and 2.3 show the amount 
of advances availed of thereunder during the last 17 years, classified according 
to the Five Year Plans. 


TABLE 2.2. Gross Advances (i.e. Exclusive of Repayments) made by the Reserve 

Bank, 1931-1960 


(In crores of rupees) 


Last Friday of 

Under Section 17(4)(j) 
(against GovL securities) 

Under Section 17(4)(c) 

(against bills under the 
scheme) 

Total advances 

The First Plan Period 

1951 

76.57 


76.57 

1952 

164.23(66.8) 

81.45(33.2) 

245.70 

1953 

129.58(66.3) 

65.84(33.7) 

195.42 

1954 

188.70(56.2) 

147.52(43.8) 

336.21 

1955 

199.94(47.06) 

225.44(52.94) 

425.38 

The Second Plan Period 

1956 

466.95(51.66) 

436.82(48.34) 

903.77 

1957 

353.78(46.1) 

414.81(53.9) 

768.59 

1958 

237.57(60.8) 

153.06(39.2) 

390.63 

1959 

518.20(86.1) 

83.32(13.9) 

601.52 

1960 

502.06(85.4) 

85.41(14.6) 

587.47 


(Figures in the brackets indicate the percentage of total advances) 

Sources: Reserve Batik of India BuUeliiis, various issues; Commerce, Bombay, January 26, 1957 
and Trend and Progress of Banking in India, Reserve Bank of India, 1960. 


It is evident that the scheme’s popularity went on increasing. It also indicates 
a shift from erstwhile borrowing of the banking system against Government 
securities to that against bills and their respective amounts. The fall in 1953 
may be due to overall stability in the economy during 1953 and a quiet year for 
the banks. Again during 1958 and 1959, there was a perceptible fall partly owing 

For details seeOH Current Finance, Rcscr\'e Bank of India, Bombay, 1951-52, 
pp. 55-56. 

•* Ibid, 1953-54, p. 28. 
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TABLE 2«3« Advances of the Reserve Bank of India to Scheduled Banks under 

Section 17(4)(c}, 1960-61-1966-67 


In cTores oj rupees 


Tear 

Advances 

Total Advances 

1960-61 

255.29 

1073.57 

The Third Plan Period 

1961-62 

284.79 

643.16 

1962-63 

325.70 

663.55 

1963-64 

253.99 

741.38 

1964-65 

274.75 

1065.34 

1965-66 

323.31 

1251.99 

Period after the Third Plan 

1966-67 

418.16 

1100.09 


Source: Resent Bank of India Bulletin, March 1967, p. 378. Advances under Scciion 17(2)(a) and 
17(4)(b) arc nil- Advances under Section 18(1 )(3) are Rs 77 in 1960. 


to an increase in the cost but mainly due to an increase in their deposits and a 
consequent fall in their requirements. This marked fall in advances by the 
Reserve Bank under the scheme in these two years was in conformity with the 
reduction in total advances by the Reserve Bank to scheduled banks. However, 
with stringent monetary conditions since 1960-61, the amount of bills gradually 
increased. This rising trend of borrowings under ‘the Scheme’ is significantly 
helpful for the Reserve Bank to exercise a qualitative check on bank credit 
expansion during the busy season. The Committee on Finance for the Private 
Sector expressed satisfaction over the Bill Market Scheme in the following terms: 
“The scheme has been a very welcome addition to the money market of ilie 
country and has been ofsubstantial help to the commercial banks.The scheme 
also helped the Reserve Bank to ensure that such advances were for bonqfide trade 
purposes and for short periods. With the extension of the Bill Market Scheme 
by stages, the number of eligible banks nearly doubled to 51 l)y May, 1959. 

For the purpose of export promotion, the Reserve Bank further introduced the 
Export Bills Credit Scheme in March 1963, which was within tlie purview of 
the Bill Market Scheme, for the purpose of providing larger credit at reasonable 
rates to Indian exporters (see Chapter 10) and the Reserve Bank of India Act, 
1934 was suitably amended in 1962 and 1963. The introduction of this scheme 
has widened the range of the collateral for borrowing from the Reserve Bank 
as banks can borrow against usance export bills at a lower cost and stamp duty 
charges of 0.2 per cent need not be paid. 

In view of the soaring price trend since the middle of 1955 and a large expan¬ 
sion of bank credit in the busy season of 1955-56, the R.eserve Bank no longer 


” The Shroff Committee Report, pp. S6-67. 
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considered it necessary to allow concessions and raised its lending rates under the 
Bill Market Scheme.^® Benefit of reimbursement of a portion of stamp duty was 
also withdrawn. 

The scheme has achieved success only in the organised sector whereas a fairly 
large nonmonetised sector remains outside the control of the Reserve Bank of 
India. About 35 per cent” of the total national income is still outside the pur¬ 
view of monetary transaction. The Reserve Bank failed to extend the scheme to 
the indigenous sector which still controls about 50 per cent of the financing in 
the market. In order to meet the developmental needs of planning the scheme 
should be extended to provide rediscount facilities to the unorganised sector ako. 

Following the introduction of the Bills Rediscounting Scheme under Section 
17(2) (a) of the Reserve Bank of India Act with effect from November 1, 1970, 
it was decided in November 1971 that the Bill Market Scheme introduced in 
1952 under Section 17(4)(c) of the Act should be discontinued except for the 
limited purpose of providing refinance in respect of finance made available by 
banks for food procurement operations and defence packing-cum-supply credit. 
Under the old Bill Market Scheme, the Reserve Bank provided refinance to 
banks against usance bills which were specifically created by converting cash 
credit accounts of borrowers. They were not negotiable or marketable instru¬ 
ments and remained with the Reserve Bank of India with the result that the Re¬ 
serve Bank was constrained to become the lender of the first resort. 

The bills to be rediscounted by the Reserve Bank under the new scheme will 
be negotiable and marketable and their negotiability is an essential condition 
for the development of a sound bill market. They will impart flexibility to the 
money market, help to even out surplus and deficits in the banking system and will 
enable the Reserve Bank to exercise effective control over the money market, as 
recourse to Reserve Bank will normally be only when the banking system as a 
whole is short of funds, rather than only when a few banks are in need of funds. 
Thus the Reserve Bank will become the lender of the last resort instead of the first 
resort. Expansion and contraction of money by the Reserve Bank as a result of 
the rediscount of such bills will become related directly to the needs of the 
economy. It is expected that the scheme will enable the banking system to aug¬ 
ment its resources adequately to meet the emerging needs of trade and industry 
during the busy season. 

Bank Rate Rate of Interest under Bill Period 

Market Scheme 


% % 


3.5 

3 

Jan. 16, 1952 to Feb. 29, 1956 

3.5 

3.25 

Mar. 1,1956 to Nov. 20,1956 

3.5 

3.5 

Nov.21,1956 to May 15,1957 

4 

4 

May 16, 1957 to Jan. 2, 1963 

4.5 

4.5 

Jan. 3, 1963 to.... 


(The rate of interest charged was thus in confonnity with the bank rate from November 21, 
1956.) 

lengar, H. V. R., Monetary Potiey and Economic Growth, Vora & Co., Bombay, 1962, p. 136. 
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A measure of the increasing extent to which banks are availing of the new 
scheme is evident from the fact that despite the comfortable liquidity position, 
bills rediscounted with the Reserve Bank in the 1971—72 busy season amounted to 
Rs 45 crorcs at the peak level on March 17, 1972, as against Rs 14.1 crores on 
April 30,1971, at the peak level in the 1970-71 busy season. As banks get better 
geared to lending against bilb wherever possible rather than book debts and 
inventories, this scheme should become an important means of redbcounting 
by the Reserve Bank of India. 

An important feature of busy season credit expansion in 1973-74 was a 
record increase of Rs 244 crorcs in bills redbcounted by the banks with the 
Reserve Bank as against Rs 19 crores in the previous busy season. The principal 
object of the new BUI Market Scheme b to bring about the popular use of the 
bUb of exchange as an instrument of credit in substitution of the exbting arrange¬ 
ment of credit extended against inventories and receivables. While the volume 
of bilb redbcounted continued to be quite large throughout the year 1973-74, 
the scrutiny of the bills adequately estabibhed that they were genuine ones 
and maintained their self-liquidating character. 

As a result of the policy of credit restraint and higher costs of redbcounting, 
bilb redbcounted with the Reserve Bank recorded a decline in 1974-75. The 
amount outstanding as on June 27, 1975, at Rs 132 crores showed a decrease of 
Rs 142 crores over the level at the end of June 1974 as against an increase of 
Rs 259 crores during the corresponding period of the previous year. Previously, 
there was no genuine Bill, there was no market; hence it was not a Scheme at all. 
The consolidated picture of the assbtance provided by the Reserve Bank of India 
to scheduled commercial banks under Section 17(2) (a) against bills redbcounted 
i.c., new Bill Market Scheme under Section 17(4) (a) against Government 
securities and under Section 17(4)(c) in the old Bill Market Scheme is given in 

Table 2.3A. 

TABLE 23A. AaiUtance Provided by the Reserve Bank of India to Scheduled 

Commercial Banks, Fourth Plan Period 

{In lakhs of ruptes) 


4 

Year 

Total 

Bills RediuounUd 


Advances 


Assistance 

ings 

Suiicn 17(2)(<2) 
Amount OuUtanJ^ 
ings 

Section 17(4)(fl) 
Advances Outstand¬ 
ings 

Section 17(4)(c) 
Adoances Outstand¬ 
ings 


I 

2 

3 

4 

5 

6 

7 

8 

1969-70 

277,692 

23,794 



128,876 

8,158 

111,059 

7,781 

1970-71 

479,502 

33,627 



179,671 

3,733 

171,969 

19.016 

1971-72 

413.688 

24,894 

14,902* 

4,149 

111,064 

4,302 

119,422 

9,842 

1972-73 

207,578 

19,888 

17,467 

3,611 

102,896 

7.172 

22,059 

3,061 

1973-74 

407,941 

67,822 

69,427 

25,511 

166,597 

7,522 

31,082 

3,675 

1974-75 

589,592 

72,401 

158,824 

18,607 

60,427 

5,399 

84,298 

21,786 


* Relates to the period July 1971 to March 1972 only. 
Source: lUnrvt Bank India BulUtin, Jvly 1975. 
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An Era of Controlled Expansion 

The launching of the Second Five Year Plan increased stresses and strains in 
the economy and monetary policy was used more intensively and extensively 
during this Plan to meet the situation. Monetary and credit policy of the Reserve 
Bank has been guided by the twin considerations of assisting a developing 
economy and combating the growth of inflationary pressures. With a view to 
fostering an orderly economic growth in the country the Reserve Bank of India 
Act was amended in 1956 in order to adapt the financial framework to the re¬ 
quirements of economic development under the Second Five Year Plan. The 
Reserve Bank’s policy during the period may be described broadly as one of 
‘controlled expansion’, a synonym for the term ‘development with stability’ 
used by the International Monetary Fund Mission which visited India in 1953. 
While the need for expansion of credit and money supply commensurate with the 
rapid development and diversification of the economy is fully recognised by the 
Reserve Bank, an excessive expansion of money supply would be inflationary 
and would ultimately jeopardise the financial stability of the economy. In the 
prevailing situation, which has considerable inflationary potential, the direction 
of credit policy should be one of general restraint without jeopardy to the func¬ 
tioning and progress of essential productive sectors of the economy.*® 

The Amendment of the Reserve Bank of India Act, 1934 in 1956, contemplates 
on the one hand the flexibility needed in note issues and, on the other hand, 
empowers the Reserve Bank to deal with the consequences of deficit financing 
by restraining tlie power of uncontrolled credit expansion of the commercial 
banks. The Proportional Reser\'e System was a legal bar to the expansion of 
the supply of currency. Accordingly, the Amendment Act of 1956 empowered 
the Reserve Bank to create currency against a minimum reserve of Rs 115 crores 
in gold and Rs 400 crores in foreign securities. The latter was reducible, under 
compelling circumstances, to Rs 300 crores. Moreover, witli a view to achieving 
this objective of the gold reserve of Rs 115 crores, the Amendment Act made 
provision for the revaluation of the Reserve Bank’s gold and currency reserve 
at 2.88 grains of fine gold per rupee (or Rs 62-8 as—0 p. per tola) instead of 
8.47512 grains per rupee (or Rs 21-3 as—10 p. per tola.) The effect of this 
revaluation was that the value of the gold held by the Reserve Bank jumped from 
Rs 40 crores to a little over Rs 115 crores. In view of the continously deteriorat¬ 
ing foreign exchange situation the Reserve Bank of India Act was further 
amended overnight on October 31, 1957, for introducing a drastic cut in the 
foreign currency rescr\c. Under the new Act, the overall minimum reserve to 
be maintained by the Bank to back the currency stands at Rs 200 crores of which 
“not less than Rs 115 crores” must be in gold coins and bullion. These measures 
imparted elasticity to the currency and credit needs of the economy. 

The American monetar>- authorities faced a similar problem in the earlier 


“ Report oj the Central Board aj Directors, Reserve Bank of India, 1956-57, p. 14. 
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years of World War II—a declining Federal Reserve ratio. They reduced the 
ratio by a drastic cut from 40 to 25 per cent. The Indian monetary authorities, 
however, were evidently not in favour of a rigid link of note issue with central 
bank reserves. The Indian method was, therefore, endowed with a high degree 
of flexibility to meet the requirements of expanded note issue in the Plans. 

The note-issue system was, however, defective in the sense that it did not make 
any provision to correlate the reserves to the country’s balance of payments. 
The provision of issue of additional notes without requiring additional reserves 
of gold or foreign exchange has, in our opinion, opened up the possibility of 
unbridled inflationary forces. There are certain non-legal limits to currency 
expansion which cannot be transgressed with impunity. It has to be remembered 
that inflated purchasing power through injection of money into the market must 
always be matched by the adequate flow of the supply of output. There should 
have been a provision in the Amendment Act by virtue of which tlie Indian 
monetary authorities could be alerted whenever there was any expansion of 
circulating media without a corresponding increase in goods and services. 
Such warning signals are to be witnessed in the central banking laws of the 
Philippines, Paraguay, and the Dominican Republic. 

During the period of developmental planning, when enormous investments 
are being undertaken, it is desirable that the Reserve Bank of India should keep 
a careful and continuous watch over tlie forces germane in growth which may 
threaten to produce undcrsirable instability in prices. Under the impact of 
successive doses of defleit flnancing and also as a result of the rising volume of 
Plan outlay, there was a sharp increase in the demand for bank credit. This is 
evident in Table 2.4. 


TABLE 2.44 Demand for Bank Credit, 1951-52-1960-61 

(In CTores of rupus) 


least Friday 

Demand for Bank Credit 

The First Plan Period 

(approx.) 

1951-52 

546.40 

1955-56 

632.45 

Thi Sumd Plan Ptriod 

1956-57 

781.65 

1957-58 

903.00 

1958-59 

983.00 

1959-60 

1,124.00 

1960-61 

1,319.00 


Source*: Reports oj the Central Board ojDireelors, Reserve Bank of India, 195G-60 & Reserve Bank 
of India Bulletin, March 1967, p. 366. 


It was, therefore, considered essential to arm tlic Reserve Bank with powers 
to fight the inflationary expansion of bank credit by the Variable Reserve Ratio 
method. This technique of credit control was used in America for keeping the 
economy on an even keel during the process of economic growth. Among the 
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economists Lord Keynes^ has been mainly responsible for populansmg the 
notion by proposing the introduction of this feature into the ideal central banking 
system of the future. He urged that some such power, though revolutionary, 
should be given to the central banks. A similar technique was recommended 
by the Macmillan Committee*® for use by the Bank of England. 

The importance of Variable Reserve Ratio as a method of credit control 
increases with the growth of bank money in relation to currency in circulation. 
A noticeable feature in the growth of money supply during the Second Plan 
period was the remarkable expansion in the deposit-money component of money 
supply. With the progress of the Second Plan, the nonmonetised sector was 
expected to decrease and the scope of the organised banking sector was consider¬ 
ed likely to expand with the opening of banking facilities in new areas. So far 
as the increased money circulation found its way into the banking system the 
latter’s credit creating capacity would increase. To mop up this surplus fund 
and curb the extra credit creating capacity of the banking system, the Variable 
Reserve Ratio method was adopted by the Reserve Bank of India. 

In October 1956 under the Amendment Act (Section 42), the Reserve Bank 
was vested with the authority to change the reserve ratio of scheduled banks from 
5 to 20 per cent in respect of demand deposits and from 2 to 8 per cent in respect 
of time deposits.*^ As a result of the continuous upswing of the price index the 
need of a credit squeeze was felt and the Reserve Bank issued a directive in 
March 1960, under which all scheduled banks were required to maintain 
with the Reserve Bank 25 per cent of additional average daily reserves accruing 
after March 11, I960, and after May 6,1960, the percentage was raised to 50 of 
any addition to their deposits. 

In this connection a few words are necessary. It is criticised that there is no 
provision of forewarning in the Act of the Reserve Bank’s decision to raise the 
reserve ratio. This provision seems necessary in order to allay the apprehensions 
of the small banks. The central banking laws of the Philippines, Sri Lanka, 
Guatemala, Nigeria, Cuba, and Malaysia have corresponding provisions. It is 
clearly demonstrated in those legislations that reserve requirements will be raised 
gradually by stages and not abruptly without notice. 

The provision to notify commercial banks reasonably in advance of the date 
on wluch the increased percentages are to become effective is also found in the 
Rhodesian Bank (Art. 22(3)) and the Korean Bank (Art. 62). In Libya, except 
in emergencies, a notice of at least 15 days has to be given before directing a 
change in the ratio, and the percentage has to be varied in a gradual manner. 
The empowering of the authority to change reserve ratios in varying degrees 
in different money markets adds a great deal of significance to the weapon but 
there was no provision to arm the Reserve Bank with such powers. The 
absence of these provisions in the central banking legislation in India is rather 
remarkable and is a departure from current trends. 

Keynes, J. M., A Trealist on Monty, Vol. II, pp. 76-77, and 206-261. 

Report of the Macmillan Committee, para. 360. 

Since 1962, scheduled banks are required to maintain 3 per cent of total demand and 
time liabilities (now 4 per cent). 
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In our opinion an attempt should have been made to arm the Reserve Bank 
with powers to fix discriminatory ratios of reserve requirements in the different 
money markets of Bombay, Calcutta and Madras, and this type of flexibility 
in the law relating to reserve ratio can be an effective weapon to meet the situa¬ 
tion of localised reserve stringency, or superfluity. 

According to Aschheim** there is an ‘asymmetry’ between restrictive open 
market operations and raising of reserve requirements as well as between 
expansionary open market operatior^ and reduction of reserve requirements, 
though the asymmetry may not be equally pronounced in all cases. Under 
conditions of commercial banks being fully loaned up and persistent excess 
demand for credit, the application of the variable reserve ratio would be likely 
to cause a switch from Government securities into advances much greater than 
open market operations. It is the ‘income effect’ and ‘liquidity effect’ of the en¬ 
forcement of higher reserve ratios which cooperate to neutralise the restrictive 
impact on the banks and induce them to sell securities and increase their loans 
much more than in response to open market operations. At the other extreme, in 
the absence of excess reserves and a persistent demand for bank credit the 
variable reserve ratio may also induce the banks to shift away from Government 
securities in favour of private loans much more than under open market opera¬ 
tions, though not to the same extent as in the former case. 

The instrument of the variable reserve ratio, or its variant changing liquidity 
ratios, has been sought to be introduced into the armoury of central banks in the 
underdeveloped countries with the object of circumventing the limitations of an 
open market policy arising from the absence of a broad and active capital market. 
Generally, there is a good prima facie case for using the weapon of the variable 
reserve ratio in some form or other in underdeveloped money and capital 
markets, but much depends upon the reserve ratio policy of the commercial 
banks and the frequency with which changes in reserve requirements may be 
called for. In a system where minimum reserve ratios arc frequently altered 
the banks may attempt to foil the effects of central banking policy by anticipating 
the changes and maintaining round-the-ycar reserve balances much in excess 
of the statutory minimum. Thus, the employment of the weapon has to be res¬ 
tricted to dealing with crisis or near crisis conditions in the money market. 

The solution lies in applying the variation in the cash reserve ratio to future 
increases of deposits, and not to the total deposits at any one time. The variable 
reserve ratio may be employed in thb form in India to avoid discrimination 
between commercial banks themselves who might possess different amounts of 
excess reserves. It would cause no hardship to commercial banks in a less liquid 
position; at the same time, no advantage will be provided to those commercial 
banks who might be enjoying a relatively higher degree of liquidity. 

A brief reference to the growth of the Nonbanking financial intermediary 
(NFI) will not be out of place here. The application of this instrument to com¬ 
mercial banks only, since it has been kept outside the purview of central banking 


•• Aschheim, J., Tuhniquts of Monetary Control, Johas Hopkins Press, Baltimore, 1961, p. 42. 
Also Article in the Economic Journal, December, 1959. 



38 CENTRAL BANKING IN A PLANNED ECONOBIY 


policy, has been seriously criticised as being discriminatory against the former. 
The RadcUffe Committee has referred to this aspect of the situation. The NFI 
may frustrate the objectives of the contractionist effect of reserve ratio by 
injecting additional resources into the community. The Committee observed 
that ordinarily drastic alterations of cash or liquidity ratios in the case of 
commercial banks would not be justified unless general restrictions were imposed 
simultaneously on the other groups of Financial Intermediaries.^ 

The restrictive credit policy pursued by the Indian monetary authorities was, 
however, effective to some extent in reducing the excess liquidity of banks; excess 
cash balances declined and the buildup of Government securities portfolio 
also declined.®* But the measure had a limited impact on bank credit because 
larger borrowings were resorted to by banks from the Reserve Bank than in the 
previous years. To meet the situation the Reserve Bank had to pursue a more 
restrictive credit policy and introduced the system of progressive penalty rates on 
borrowings from it. This action was a direct restriction on the availability of 
credit from the ultimate lender, the Reserve Bank, and a curb on the tendency 
of excess borrowing by the banking system. 

It was rightly realised that the problem of credit control in India was not only 
to regulate the total quantity or cost of credit but also to prevent its overflow 
in particular directions. In a rising market it becomes profitable for producers 
and traders to hold on to their stocks of essential goods, and if bank funds are 
made freely available to them for carrying such stocks, hoarding and profiteering 
are encouraged resulting in further aggravation of the inflationary forces. 
In such circumstances, the central bank has to be vigilant that bank finance 
does not flow freely to the market for the speculative holding of stocks, while 
taking the utmost care to see that the genuine needs of development are not 
ignored. Therefore, the Reserve Bank of India was called upon to evolve a 
growth-oriented monetary policy tuned to the twin objectives of holding the 
forces of inflation in check and of promoting the process of growth. Such a policy 
was reflected in the adoption of selective credit control measures by the Reserve 
Bank. 

The keynote of credit policy during the Second Plan period continued to be 
one of general restraint with special emphasis on particular sectors needing finan¬ 
cial stimulation and encouragement in a developing economy. In a growing 
economy new areas of sensitiveness appear and new instruments of central bank¬ 
ing control liavc to be employed to touch and control them. The tightening of 
general credit controls may, indeed, fail to reach the particular sensitive 
points and may produce repercussions in sectors where there is hardly any need 
of treatment. Before administering therapy to all parts of the ‘body economic’ 
the particular ailing part should be selected for the administration of ‘local 
therapy’. The weapon was used mainly for preventing bankfinanced speculative 
hoarding of food articles through the raising of margin requirements. Section 
21(2) of the Banking Regulation Act, 1949 (which is similar to Section 27(1) and 


The Radcliffc Report, p. 181 • 

** lengar H, V. R*, op* cit,, p. 197* 
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(2) of the Australian Banking Act, 1945) empowered the Reserve Bank of India 
to give direction to the banking companies as to the purpose for which advances 
might or might not be made, and the margins to be maintained in respect of 
secured advances, etc. This selective control measure as employed by the 
Reserve Bank of India took the form of regulation of margin requirements and 
ceiUng limits in respect of bank advances, at first against certain groups of 
commodities and subsequently against stock exchange securities. At the 
beginning of the Second Plan, when it was observed that bank advances against 
paddy and rice had shown a particularly large increase and that the prices of 
these commodities had shown an abnormal rise, the Reserve Bank of India issued 
on May 17, 1956, for the first time, a directive asking all scheduled banks not to 
increase any credit limit in respect of advances against the security of paddy 
and rice or sanction any fresh credit limit in excess of Rs 50,000 in respect of 
such advances. This measure was subsequently followed by a spate of directives 
covering many essential commodities such as jute, raw cotton,sugar, groundnut, 
etc. in respect of which speculative holding was possible. 

There is ample evidence to prove that the borrowers were able to evade the 
terms of the directives by borrowing from banks against collaterals other than 
those which were the subject matter of control and use the funds for financing 
speculation and hoarding. Thus, the decline in bank advances against paddy 
and rice in 1956 was more than matched by the rise in advances in shares and 
debentures of joint stock companies. It was evident that the proceeds of advances 
under the omnibus heading ‘others’ were being diverted to such lines of business 

as the authorities wanted to discourage. 

The measures have been tightened, relaxed, extended, withdrawn and again 
reimposed from time to time according to the requirements of and the trends in 
the economic situation, thus showing a remarkable flexibility in the operation of 
selective credit control measure. Since the adoption of this weapon, the declin¬ 
ing trend in scheduled bank advances against foodgrains is discernible. Tlie 
volume of bank advances against rice and paddy declined by 66.5 per cent 
during April-August 1956 as conr^pared to 46.7 per cent during the same period 
in 1955 (Table 2.5). From Table 2.6 it is clear that the volume of bank advances 
against rice and paddy declined continuously from Rs 45.64 crores in Marcli to 
Rs 8.66 crores in October 1957, i.e. by about 82 per cent. 


TABLE 2.5. Advances of Scheduled Banka agalnat Food Grains (Paddy and Rice) 

1955-1956 

(In crores of rupees) 



Apr. 

May 

June 


Aug. 

Sep. 

Oct. 

1956 

Last week of the month 

26.30 

22.38 

15.52 

11.69 

7.49 

5.48 

4.34 

1955 

Monthly Figures 

11.25 

10.81 

10.21 

7.74 

5.76 

4.20 

3.84 


Sources: Ratrv$ Bank of India BuUelisu, May, July, September, November for 1955 and 1956 
and also Dr. Sen, op. cit., p. 197. 
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TABLE 2.6. Advances of Scheduled Banks Against Food Articles 

in 1957 (Monthwise) 

(In CTores of rupees) 


Mar. Apr. Mt^ June July Aug. Sep. Oct. 


Paddy and Rice 


45.64 44.79 43.64 36.12 24.84 15.00 7.94 8.66 


Source: Reserve Bank of India Bulletins, May, July, September, November and December, 

1957. 


This method of credit control, however, had no visible impact on the prices 
of rice and paddy. The price indices of foodgrains went up from 84 in March 
1956 to 202 in March 1967 (1952-53 = 100)—a phenomenon which establishes 
that this credit control device was not able to stabilise the prices of foodgrains 
though it had been in operation for over a decade. The customers of the 
scheduled banks turned to sources such as the indigenous bankers, the non- 
scheduled banks and the nonbanking financial intermediaries, thus foiling 

the objectives of this method. 

It is our impression that the action of the Reserve Bank with regard to selec¬ 
tive credit control was neither timely nor to the point. Sometimes the growth 
of bank advances against commodities was responsible for an upward trend of 
prices and it was a long time before the Reserve Bank actually switched on 
the control measures. The withdrawal of restrictions by the central bank, at 
times, proved to be a hasty step. This was clearly demonstrated by the with¬ 
drawal of the restriction on bank advances against paddy and rice in Novem¬ 
ber, 1956. This hasty withdrawal was soon followed by a rise in the volume 
of bank advances against rice and paddy as will be evident from Table 2.7. 


TABLE 2.7. Volume of Scheduled Bank Advances against Rice and Paddy 

November 1956-Febniary 1957 

(In crores of rupees) 


Nod. 1956 

Dec. 28, 1956 

Jan. 11, 1957 

Jan. 25, 1957 

Feb. 22, 1957 

5.09 

9.61 

12.85 

16.13 

23.18 


Sources: Reserve Bank of India Bu/k/inj, December 1956, January, February and March, 1957 


Thus, it is evident that the withdrawal of control measures by the Reserve 
Bank, sometimes, was not wise. So the Reserve Bank was forced to reimpose 
control over this particular use of bank credit and issued a directive on February 
9, 1957, raising the margin by 10 percent. The satisfaction expressed by the 
Reserve Bank over the implementation of its directives is not fully warranted 
by facts. 

It might, therefore, be concluded that the monetary policy continued to be a 
double-edged one. The Reserve Bank had to ensure an adequate flow of 
credit to meet the genuine requirements of planned economy but at the same 
time check speculative excesses with their inflationary overtones. In other 
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words, monetary policy had to be regulated in such a way that the momentum 
of development could be maintained and at the same time eternal vigilance 
had to be kept to ensure that the pace of development did not outstrip the 
capacity of the economy to sustain it. 

Regarding selective credit control as an independent weapon, India’s 
experience has been similar to that of other countries. Indeed, the measure 
calls for a pattern of flexibility of operation in the mechanism to fit into the 
changing pattern of production and consumption.*^ It is difficult to make 
such controls effective in the manner desired unless it is reinforced by other 
measures of credit control. 

The Reserve Bank of India succeeded to a large extent in the credit rationing 
effort in the Second Plan period through increasing the cost of central bank 
credits and exercising of credit quality control of the commercial banks. Despite 
their limitations, selective credit control techniques are being employed increas¬ 
ingly by the central banks of underdeveloped countries to regulate the credit 
creating powers of the commercial banks. In a developing economy like India, a 
selective credit control device is all the more important because of the varying 
degrees of responsiveness of the different sectors of the economy to changes 
in money supply and the rate of interest. The very imperfection of money 
markets in underdeveloped countries, Professor Sayers*® argues, makes it possible 
to apply pressures successfully to comparatively narrow sectors of the economy 
and also the opporturuty for applying selective controls is much greater than 
for applying general controls. 

The selective credit control is no doubt an effective weapon to channelise 
credit to a purposive economy. Yet, in practice in India it is evident that bank 
credits were clandestinely passed on to the fields where the main consideration 
was professional self-advancement and sectional gains rather than the considera¬ 
tion of furthering the objectives of the national economy. Indeed, the effective¬ 
ness of this weapon of credit control hinges more on scrupulous regard to the 
objective of the directives by the banking system than on the imposition from the 
central bank. Adequate evidence is available to show that compliance on the 
part of the commercial banks with the Reserve Bank of India’s directives leaves 
much to be desired. 

The weapon can hardly be effective in view of the existence of a large non- 
monetised sector and Nonbanking Financial Intermediaries over which the 
Reserve Bank has little control*’ and this inhibits the effectiveness of the 
monetary policy of the Reserve Bank. Nevertheless, the consciousness of con¬ 
trolled expansion policy has gone a long way towards corrective measures in 
monetary and banking policy in India during the period. 


*• Datta, B., Essays in Plan Econmia, The World Press Pvt. Ltd., Calcutta, 1963, p. 188. 

** Sayers, R. S., Central Banking after Bagehot, ‘Central Banking in Underdeveloped Countries’, 
Oxford Univenity Press, London, 1958, p. 131. 

** Under the Banking Laws (Miscellaneous Provisions) Act of 1963, powers have been 
granted to the Reserve Bank of India to control the Nonbanking Financial Intermediaries. 
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IV 


Effect of Monetary Policy on the Commercial Banking Structure in the 
Third Plan 

We have appraised so far the working of monetary controls pursued by the 
Reserve Bank of India vis-a-vis the position of commercial banks in the First and 
Second Plan periods. This section assesses the effect of monetary poUcy on 
the commercial banking structure during the Third Plan. 

The policy pursued by the central monetary authority during the Second Plan 
period may be characterised as ‘general ease combined with selective tightness . 
The policy has been changed to ‘general tightness combined with selective ease 
in the Third Plan. These two concepts are not as exclusive as they might appear 
at first sight. Some features common to both were noticeable during the Second 

and Third Plan periods. . 

The raising of reserve requirements was followed by a set of measures designed 

to limit the borrowing by the commercial banks from the Reserve Bank. In order 

to minimise recourse of banks to the Reserve Bank to finance credit expansion, 

a quota system was introduced and borrowings at the bank rate (both under 

Section 17(4)(a) and Section 17(4)(c) of the Reserve Bank of India Act, 1934) 

were suspended beyond the quota fixed for each scheduled bank. In other words, 

each bank was assigned a quota for the purpose of borrowing at the bank rate, 

subject to an overall ceiling. The quota for each bank was fixed for a quarter 

on the basis of 50 per cent of the average of the reserves required to be kept by 

the bank concerned under Section 42(l)of the Reserve Bank of India Act, 1934, 

during each week of the preceding quarter. Borrowings in excess of this quota 

would have to bear interest at gradually rising rates. This system did not require 

too large a rise in the bank rate and yet tried to restrict the commercial banks’ 

demand for loans. The Reserve Bank thus introduced a tier system of rates 

for advances to scheduled banks as a measure of credit curb. The practice of 

making central banking aid available to banks at varying rates at the same time 

was patterned on the lines followed in Japan, France, Greece and some of the 

Latin American countries. 

The Reserve Bank of India introduced a three-tier system of lending rates 
with effect from October 1960. Under this system, a scheduled bank could 
borrow upto its basic quota at the bank rate. Borrowings in excess of this quota 
upto 200 per cent of the quota were to be charged at 5 percent (1 per cent above 
bank rate) and finally, borrowings in excess of 200 per cent of the quota were to 
pay 2 per cent above the bank rate (i.e. 6 per cent). The scheduled banks were 
also directed to raise their average lending rate so that the higher cost of 
borrowing could be transmitted to the ultimate borrower. 

The enforcement of this regulation produced an immediate effect. Borro!vings 
from the Reserve Bank dropped sharply from Rs 33.4 crores in the last week 
of September 1960 to Rs 12.3 crores in the last week of November 1960. The 
pressure exercised by the system was, however, sought to be relieved by the 
unloading of Government securities of the amount Rs 38.0 crores in these two 
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months.*® Owing to the slow pace of seasonal credit contraction during the 
slack season of 1962 (Table 2.8) and increasing pressure on prices, a major 
change was effected in the rates in July 1962. A four-tier system was introduced 
in place of the prevailing three-tier system. The basic quota to which the bank 
rate was applicable was then halved to 25 per cent. Borrowings in excess of the 
quota upto 200 per cent were to be charged at 1 per cent above the bank rate, 
those between 200 and 400 per cent at 2 per cent above the bank rate, and those 
above 400 per cent of the quota at 2.5 per cent above the bank rate. 


TABLE 2.8. Seasonal Trends in Borrowings from the Reserve Bank, Cash 
Ratio, Investment Ratio and Credit-Deposit Ratio etc., 1950-65 

(In lakhs oj rupees) 


Season 

AggregaU 

Deposits 

Borrow* 
ings from 
the Reserve 
Bank 

Cash & 
balances 
with the 
Reserve 
Bank 

Invest- 

ratio 

, ments in 
Gov,. 

Securities* 

the 

period 

Invest¬ 

ment 

ratio 

Bank 

Credit 

Credit 

De¬ 

posit 

ratio 

SUck 1950 

+ 1,172 

- 822 

4-2,699 

13.0 

4- 3,786 

43.1 

- 7.443 

47.7 

Thi Pirsi Plan Pitiod 








Busy 1950-51 

+ 1,756 

4- 924 

-2,521 

9.9 

- 6,591 

34.8 

4-16,343 

65.4 

Slack 1955 

+ 5,882 

- 2,137 

4-1,241 

9.1 

4- 4,771 

38.4 

- 3,155 

58.0 

Busy 1955-56 

+ 4,195 

4- 5,035 

- 674 

8.1 

- 3,693 

33.4 

4-16,449 

71.2 

The Su<md Plan Period 








Slack 1960 

- 2,326 

- 2,702 

4- 417 

7.6 

- 5,233 

36.2 

- 2,031 

58.2 

Busy 1960-61 

-1- 934 

4- 2,153 

-2,324 

6.3 

-12,632 

29.4 

+ 19,853 

68.3 

Slack 1961 

+ 4,385 

- 3,167 

4-1,031 

7.3 

4- 6,259 

34.5 

- 7,650 

67.6 

The Third Plan Period 








Busy 1961-62 

4-15,716 

4- 617 

- 44 

6.7 

- 2,500 

30.5 

4-20,387 

72.6 

SUck 1962 

-h 8,413 

- 330 

- 685 

6.1 

4-11,193 

34,7 

- 4,210 

67.5 

Busy 1962-63 

-f 3,568 

4- 2,182 

4- 419 

6.2 

- 9,769 

29.4 

4-20,325 

76.1 

SUck 1963 

4-14,802 

- 2,941 

4-4,298 

7.7 

4-14,560 

34.0 

-12,090 

65.7 

Busy 1963-64 

4- 8,451 

4- 4,327 

-2,944 

6.1 

-14,543 

26.5 

4-37,624 

79.5 

SUck 1964 

4-21,067 

- 4,334 

4-1,188 

6.1 

4-25,850 

34.5 

-13,877 

67.4 

Busy 1964-65 

4-10.988 

4-12,450 

4- 748 

6.1 

-15,425 

27.2 

4-41,343 

80.2 

Outstanding as on 









April 30, 1965 

264,081 12,618 

16,142 


71,923 


211,905 



Source: Report on Curretuy and Finance, Reserve Bank of India, 1964-65, Statement 19, 
p. S29. 

* At book value; includes treasury bills and treasury deposit receipts. 


In the second year of the Third Plan, the declaration of emergency heightened 
the Reserve Bank’s concern for a more stringent policy of credit restraint for 
restraining price advances. The four-tier system was converted into a two-tier 

•• Basu, S. K.., A Sunny of ConUmpora/y Banking Trends, The Book Exchange, Calcutta, 1965, 
p. 227. 
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system in October 1962 in view of the possible inflationary impUcations of 
increased defence expenditure. The first ttvo slabs were merged and banks 
were permitted to borrow a sum equal to 50 per cent of then- statutory 
reserves at the bank rate (raised from 4 to 4.5 per cent) and the remaining 5 
per cent at 6 per cent. For an additional quota beyond the statutory reserve, a 

penal rate of interest at 6.5 per cent was charged. 

It was thus a control device designed to raise the cost of central bank credit 

and regulate the access of the banking system to the central bank. The object 

was to induce banks to pursue a cautious loan policy. 

Let us now make a critical examination of the impact of the slab rate system 
of lending rates on the borrowings from the Reserve Bank of India and credit 
expansion. The ratio of borrowings by the commercial banks from the Reserve 
Bank to expansion of bank credit is a measurement of the Reserve Bank’s direct 
contribution to credit expansion. It also indicates the attitude of the central 
bank authorities towards credit expansion. A change in this ratio al^ 
sliifts in the credit expansion policy of scheduled banks themselves. Table 2.9 
throws an interesting light on the ratio of borrowings from the Reserve Bank of 
India to bank credit. The borrowings from the Reserve Bank were maximum 
(Rs 35.5 crores) in 1956. The ratio of borrowings to bank credit was at 7.1 
per cent tliat year—the highest during the entire Second Plan period. Th^ 
trend is attributable to the relatively high demand for credit in excess of deposit 
growth, and running down position of cash. The cash ratio had declined to 8.6 

in 1956 from 10.3 per cent in 1955.” 


TABLE 2.9. Ratio of Borrowings from the Reserve Bank to 

Bank Credit, 1955>1960 


(In croTts of rupees) 


{Aierage of Fridays) 


Aggregate 

Deposits 

( 1 ) 


Borrowings Bank Credit 

from the RBI 

(2) (3) 


Percentage of 

(3) to (2) 
(4) 


1955 

980.9 

17.7 

603.9 

2.9 

The Second Plan Period 

1956 

+87.9 

+ 35.5 

+ 140.1 

7.1 

1,068.9 

53.2 

744.0 

1957 

+ 180.3 

+ 4.4 

+ 129.7 

6.5 

1,249.2 

57.6 

873.7 

1958 

+252.3 

-41.4 

+ 19.0 

1.8 

1,501.5 

16.2 

892.7 

1959 

+218.7 

+ 2.3 

+ 69.2 

1.9 


1,720.3 

18.5 

961.9 

1960 

+ 192.9 

+ 19.9 

+145.2 

3.4 


1,913.3 

38.4 

1,107.1 


Sources: i) Trend and Progress of Banking in India, Reserve Bank of India, variom issues. 

ii ) Statistical Tables Relating to Banks in India, Reserve Bank of India, various issues, and 
iii) Reserve Bank of India Bulletin, August 1961, p. 1223. 


*• Trend and Progress of Banking in India, Reserve Bank of India. 1956, p. 14. 
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It is evident that the Reserve Bank’s advances in 1956 made possible the rapid 
expansion of bank credit in industry in the Second Plan period by supplementing 
the resources of the banks. As against this trend, during the period 19 d8-d 9 
borrowings from the Reserve Bank were relatively small as increase in deposits 
was larger in proportion to the demand for credit. Demand for bank credit was 
virtually stagnant in 1958. The commercial banks, therefore, reduced their 

indebtedness. 

In 1960 with an increase in industrial and agricultural output, a rise in overall 
investment both in the public as well private sectors, the demand for bank 
credit increased faster than deposits and commercial banks had to resoit to 
larger borrowings which increased by Rs. 38.4 crores in 1960 against Rs. 18.5 
crores in 1959. 

It will be observed that during the period under review the expansion of bank 
credit was not limited by the amount of deposits held by the banking system 
but was dependent on their ability to borrow from the Reserve Bank. In other 
words, the principle followed by the banks in their lending policy during the 
Second Plan period was not limited by a credit-deposit ratio but the needs of the 
economy. The reliance of banks on the Reserve Bank for funds has been 
gradually increasing with the rising trend in economic activity in tlie develop¬ 
ing economy. It proves that the banks have not made positive efforts to raise 
funds from other sources. 

The efficiency in mobilisation of deposits is the linchpin of the banking 
business. Deposits have not kept pace with the growing demand for funds with 
the result that during the busy season the banking sector has had to resort to 
large borrowings from the Reserve Bank. As the economy gains furtlier accelera¬ 
tion under the aegU of the Plans, the demand for funds for productive purposes 
will rise at a much faster rate. How then should the banking sector proceed to 
meet its share of demand? No serious attempt has, as yet, been made to project 
the quantum of deposits required to meet the demand for funds over a period 
of time. A set target induces a sense of purpose and direction which in turn 
stimulates action. 

The large difference in the ratio of deposit to income between the urban and 
rural areas is indicative of the potentiality that remains to be exploited in the 
rural areas. The deposit-income ratio in the rural sector is lower by as much as 
33 to 54 per cent than that in the urban scclor.^o The rise in national income, 
huge public expenditure in the Plans and a higher price level of agricultural 
commodities have enormously extended the banking potentiality of these areas. 
There is ample evidence that vast funds in rural areas are kept hidden in gold, 
silver, and property or held in currency notes in the absence of banking facilities. 
It is estimated that there are still about a thousand unbanked towns in the 
country excluding underbanked centres. It has to be remembered that the 
interbank agreement on deposit interest is in disarray and, therefore, a fair 
interest rate structure is essential for the mobilisation of deposits especially 
in rural areas where the green revolution is creating prosperity. The depositor, 


SlaU Bank India Monthly R£oUw,i\Ay 1965. 
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however small he may be, has to be cultivated much more effectively than at 
present. The concept of importance in relation to the size of the customer is as 
dead as the dodo. 

Let us now revert to our original discussion. Table 2.10 brings out clearly 
that by 1955-56 there was heavy pressure on the banking system. The credit 
deposit ratio rose as high as 73.0 from 22.1 per cent in 1950-51. Borrowings 
from the Reserve Bank increased from Rs 12.41 crores to Rs 65.08 crores during 
the same period. Cash reserves also declined from Rs 93.30 crores to Rs 84.73 
crores and the cash ratio fell from 10.6 to 8.1 per cent. Deposit growth during 
the period was not substantial and borrowings contributed largely to the 


TABLE 2.t0. Borrowings from the Reserve Bank of India, Expansion of Bank 
Credit and other Related Data (Scheduled Banks only), 1950-51-1966-67 

(Amounts in lakhs of rupees) 





Total Cash 


Inoest- 


Percent- Credtt- 



Borrow¬ 

cask and Ratio 

Invest¬ 

ment- 

Total 

age Deposit 

Last Friday 

AggregaU 

ings from 

Balances of (3) 

ment 

Depostt 

Bank 

o/(7) Ratio 


Dtposlis 

RBI 

with to (1) 


Ratio of 

Credit 

to (2) of {7) 




RBI 


(5) to 


to(l) 






(1) 




(1) 

(2) 

(3) (4) 

(5) 

(6) 

(7) 

(8) (9) 


The First Plan 
pV Period 


1950-5! 

1955-50 

The Second Plan 
Period 

88,061 

104,315 

1,241 

6,508 

9,330 

84,73 

10.6 

8.1 

N.A. 

N.A. 

54,693 

76,125 

2.2 

8.5 

22.1 

73.0 

1956-57 

109,491 

6,345 

8,717 

8.0 

35,935 

32.8 

78,164 

• 

71.4 

1957-58 

131,668 

4,458 

11,700 

8.9 

38,465 

29.2 

89,080 


67.7 

1958-.59 

154,887 

1,781 

12,430 

8.0 

56,490 

36.5 

89,917 


58.1 

1959-60 

178,678 

1,942 

12,062 

6.8 

72,464 

40.6 

98,749 


55.3 

1960-61 

174,606 

9,453 

11,658 

6.6 

55,858 

31.99 

131,954 


75.57 


The Third Plan 
Period 


1961-62 

192,187 

5,304 

12,346 

6.42 

60,139 

31.29 

140,761 

3.7 

73.24 

1962-63 

204,226 

7,128 

12,571 

6.16 

59,276 

29.02 

158,801 

4.4 

77.76 

1963-64 

228,510 

8,416 

14,760 

6.46 

63,969 

27.99 

181,646 

4.6 

79.49 

1964-65 

258,330 

15,302 

16,245 

6.29 

71,818 

27.80 

203,370 

7.5 

78.73 

1965-60 

294.983 

7,352 

17,080 

5.79 

81,069 

27.48 

228,814 

3.2 

77.57 

Period after the 










Third Plan 










1966-67 

342,472 

13,972 

21,562 

6.30 

89,280 

26.07 

269,247 

5.2 

78.62 


Sources: Compiled by tlie \vriier from 

i) Report on Currency and Finance, Rcser\’C Bank of India, 1964—65, Statement 20, 
p. S32. 

ii) Reserve Bank of India Bulletin, October 1967, pp. 1337-1338. 

• For percentage of Col. (7) to (2) for Uie Second Plan Period See Table 2.9 (Col. 6). 
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expansion of credit. The same trend was also noticeable in 1959-60. Borrowings 
from the Reserve Bank increased from Rs 17.81 crores in 1958—59 to Rs 19.42 
croresin 1959-60 and rose to a high level of Rs 95 crores in 1960-61. The cash 
ratio dropped from 8.0 to 6.6 per cent during the same perod. Investments, 
of course, showed a substantial rise but that is due to investments of PL 480 
funds by the State Bank of India in Government securities. The correct picture 
is that investments actually declined and the investment ratio fell in 1960-61. 

During the Tliird Plan period the impact of central banking policy was fell 
in three ways. Table 2.10 brings out that the banking system was generally 
tight during the entire planned period. This is abundantly demonstrated from 
the rising credit-deposit ratio. With the rising tempo of industrial activity, the 
ratio percentage shot up from 73.24 in 1961-62 to 77.57 in 1965-66. Tlie progres¬ 
sive decline in the cash ratio from 6.42 per cent in 1961-62 to 5.79 per cent in 

1965- 66 indicates that the demand for credit was liigh. All these factors were 
responsible for heavy reliance on borrowings from the Reserve Bank. Borrowings 
by the scheduled banks increased from Rs 53.04 crores to Rs 153.02 crores during 
1961-62 and 1964-65 respectively, a rise of about 300 per cent. Borrowings 
declined in 1965-66 but again shot up to Rs 139.72 crores in 1966-67. The 
investment deposit ratio also reflected a consistently declining trend from 31.99 
in 1961-62 to 27.48 in 1965-66 and it dropped further to 26.07 per cent in 

1966- 67. This indicates that many banks were forced to acquire securities for 
statutory requirements more than proportionately to tlie accretion of deposits. 

Seasonal credit expansion in the 1964-65 busy season at Rs 413 crores was 
Rs 37 crores higher than that of 1963-64 busy season (Table 2.8). The scheduled 
banks resorted to tlie Reserve Bank accommodation to a large extent in 1964-65 
and borrowings increased about three times as compared to the increase in 
1963-64. The seasonal trends in respect of borrowings, bank credit, total 
deposits, and investments during the entire planned period are clearly bi ought 
out in this table. It shows that banks had used up their cash resources to tlie 
maximum extent during the busy season. Lower cash ratio, larger borrowing 
from the Reserve Bank and a considerable decline in the investment portfolio 
in the busy season are indicative of the fact that there was heavy pressure on 

banks during the developmental planning era. 

In the busy season banks' expansion of credit is synchronised with the charac¬ 
teristic contraction of investments in Government securities. This scissor-like 
behaviour (see Chapter 4) of banks’ earning assets faithfully indicates the 
tightness of restrictive credit policy. Ordinarily, this situation should be 
characterised by a virtual disappearance of excess reserves. The term ‘excess 
reserve’ may be defined as the sum total of cash in hand and balances with the 
Reserve Bank of India minus required statutory reserves. Again, excess reserve 
minus outstanding bank borrowings is known as free reserve . Variation in 
free reserve is, therefore, a better indicator of the state of liquidity of banks, 
A still more sensitive indicator of bank liquidity is the ratio of free reserve to 
deposits. Thus, it wUlbe supposed that banks are tight when free reserves arc 
abnormally low or negative, and loose when they are high. It can be seen that 
free reserves will tend to decline when the banks’ borrowings from the Reserve 
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Bank are rising, and will correspondingly rise when bank borrowings tend to 
level off or are actually falling. If the scissor-like behaviour of the banks’ earn¬ 
ing assets is associated with declining free reserves, the banks should unambi¬ 
guously be considered tight. This happened in India in 1956 and all through the 

Third Plan. 

Table 2.11 shows the trends in scheduled banks’ assets, borrowings from the 
Reserve Bank and their operating ratios during the first three years of the Third 
Plan period and brings out restrained monetary conditions of the commercial 
banks during the period under analysis. The progressive decline and negative 
sign in free reserves demonstrate exceptional stresses in the financial position of 
banks. It also means that the monetary policy pursued by the Reserve Bank of 
India was not fully in conformity with the developmental needs of the planned 
economy. The act of frequenUy changing the slab system of lending rates is a 
clear instance of increasing the bank rate through the backdoor and of reducing 
its role to one of following the market instead of leading it. It also suggests that 
adequate consideration was not given to the factors prevailing in the money 
market, A final change in the decision to switch over to a two-tier syst^ would 
have proved the foresight and bold vision of the monetary authorities. Even 
then, the slab system has not been successful as will be evident from the increas¬ 
ing reliance of banks on the Reserve Bank for borrowings and rising bank cre(fit 
expansion. The larger borrowings from the Reserve Bank reveal a sharp conflict 
of objectives and means. That is one reason why the system of quotas and slab 
rates was replaced by a new controlling device. 

There was a rise of 14.8 per cent in the wholesale price index over the year 
in September 1964, making it 158.6 (1952-53 = 100) and bringing forth 


TABLE 2.11. Scheduled Banks* Assets, Borrowings from the Reserve Bank and 

Their Operating Ratios, 1961-1964 


The Third Plan Period 
(First Three Years) 


(In cm«s qf rvpw) 



(Average of Fridays) 

1961-62 

1962-63 

1963-64 

1. Total Deposits 

1,809 

2,024 

2,194 

2. Bank Credit 

1,278 

1,432 

1,568 

3. Investment in Government Securities 

585 

636 

691 

4. Total Cash Reserves 

126 

132 

139 

5. Borrowings from the Reserve Bank Outstanding 

21.7 

19 

22.6 

•6. E.\ccss Reserves 

15 

14.8 

13.8 

7. Free Reserves (6-5) 

-6.5 

-4.5 

-8.8 


(as percentages) 

8. Cash-Deposits 

7.0 

6.6 

6.3 

9. Investment-Deposits 

32.3 

31.5 

31.5 

10. Bank Credit-Deposit 

70.7 

70.7 

71.5 


• Averages of monthly data. 

Sources: Rgporl on Curreruy and Finance, Reserve Bank of India, 1963-64, (Statements 15 and 17) 
and 1962*63 (Statement 24). 
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inflationary pressures. As a remedial measure the bank rate was pushed up from 
4.5 to 5 per cent on September 25, 1964. Simultaneously, the Reserve Bank 
took more steps to reinforce the effect of the rise in the bank rate. The system of 
quotas and slab rates was replaced by a new controlling device by which the 
borrowing power of the bank was related to its rut liquidity position. The net 
liquidity was defined to mean the total of a bank’s cash, balances with the 
Reserve Bank and other notified banks and balances in current accounts with 
other banks and investments in Government securities less its total borrowings 
from the Reserve Bank and the State Bank, as a proportion of its aggregate 
demand and time liabilities®^ as reported every Friday under Section 42 of tlie 
Reserve Bank of India Act. To facilitate financing of food procurement and 
allied activities, the Reserve Bank announced in March 1966 a concessional 
measure in terms of which refinance in respect of food procurement advances in 
excess of the previous year’s maximum level would be counted as part of the 
bank’s borrowings from the Reserve Bank for the purpose of computing the 
liquidity ratio. 

A bank was allowed to borrow unlimited amounts from the Reserve Bank 
at the prevailing bank rate, that is, at 5 per cent, as long as the net liquidity 
position as explained above was at or about 28 per cent. But for every one 
percentage point fall in this position, the rate of interest to be charged on the 
entire amount of the bank’s borrowings will go up by 0.5 per cent. In other 
words, under the new system, every 1 per cent drop in the net liquidity position 
will push up the rate of interest not only on further borrowings, but also on the 
amounts already borrowed earlier at a lower rate. 

The old policy of control could have been circumscribed by tlie banks by 
expanding credit even with loans obtained from the Reserve Bank. Tlie new 
system on the other hand discouraged bank credit expansion because of its 
adverse effect on the stipulated liquidity position. Secondly, tlie new system 
is simpler to administer and easier to understand besides being more equitable 
to both laige and small banks. An essential part of the new control system is 
the fixation of a maximum rate (10 per cent) on commercial banks’ advances. 

Contrary to expectations, however, the rise in the bank rate did not prove 
adequate in stemming the spiralling forces of inflation, and prices recorded a 
sharp rise. The wholesale price index was 16 per cent higher in February 1965 
than the previous year. Again on February 17, 1965, the bank rate was raised 
by I per cent to 6 per cent. The announcement was a definite emphasis on a 
Dearer Money Policy and it demonstrated the Reserve Bank’s growing concern 
over the price trend. The policy of dearer money was expected to restrain the 
pace of monetary expansion. The announcement was accompanied by a direc¬ 
tive which raised the required liquidity ratio to 30 per cent (as against 28 per cent 
under the September 1964 scheme). For every decline of 1 per cent or a fraction 
thereof in the net liquidity ratio (instead of every drop of 1 per cent in the net 
liquidity ratio under the former scheme) the rate of interest on the entire amount 
of borrowings will be pushed up by 0.5 per cent. Thus, by directly raising the 


Rsport Qtt Currtney and Ptnanct, Reserve Bank of India, 1964-65, p.l4. 
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borrowing rate and by increasing the penalty implied in higher liquidity ratio, 
the Reserve Bank tightened on the banks* borrowings in two ways. 

The credit policy for the 1965-66 busy season continued broadly the previous 
season’s policy. The Bill Market Scheme was revived. The Reserve Bank agreed 
to provide refinance at bank rate to banks which made advances to finance 
90-day bills for defence, 60-day bills for packing credit to exporters and food 
procurement and allied activities while making credit dearer for other purposes. 
It also directed the banking system to secure prior approval from it before a 

single party was granted credit above Rs 1 crore. 

Under the monetary policy for 1965-66 the Reserve Bank of India had ensured 
adequate availability of credit only for three sectors—defence, exports, and food 
procurement. Under the new policy for the busy season of 1966-67 it became 
possible for a scheduled bank to secure from the Reserve Bank, in addition to 
the funds it could obtain because its net liquidity ratio was above 30 per cent, 
a tranche of refinance at the bank rate equal to 10 per cent of its net liquidity ratio 
at the end of the slack season (end-October, 1966). Even a bank with a net 
liquidity ratio of 30 per cent or below was allowed refinance at the bank rate 
upto 10 per cent of its actual net liquidity ratio position at the end of the slack 
season. The increase in advances to State Governments and their agencies oyer 
the level of end-October 1966 in respect of food procurement and allied activities, 
continued to be eligible for refinance at the bank rate as also the credit in respect 
of rupee export bills. A penal rate of 10 per cent was prescribed for borrowings 
from the Reserve Bank exceeding the amounts that could be borrowed at the 
bank rate. If, however, such excess borrowings were either continuous or of 
a large order, the Bank retained the discretion to charge a special penalty rate 
on the ‘excess’ of borrowings from the Reserve Bank over what the banks were 
entitled to at the bank rate.*® A directive was also issued to Indian scheduled 
banks having an aggregate demand and time liabilities of Rs 50 crores or above 
as on September 30, 1966, and all foreign banks indicating that 80 per cent of 
tlieir seasonal credit expansion should be directed towards industry and against 
export and import bills or only against export and import bills. The definition of 
industry was also enlarged to include plantation, mining, transport, and genera¬ 
tion and distribution of power. Further, banks were advised to pay particular 
attention to the credit needs of small industries. The commercial banks were 
also urged to assist agricultural operations by investing in the debentures of land 
development banks. Thus, credit expansion in the 1966-67 busy season was 
meant to meet only the genuine needs of production. 

In contrast to the busy season of I960—66, the rate of credit expansion in the 
1966-67 busy season was faster. The increase in credit amounted to Rs 425 
crores which was Rs 116 crores higher than that in the 1965-66 busy season 
(Rs 309 crores), the rate of expansion rising to 19 from 15 per cent in the 
previous busy season as Table 2.12 shows. 

With the onset of the 1966-67 busy season the money market continued to be 
tiglit. Banks had to borrow heavily from the Reserve Bank in order to replenish 

« Ibid., 196&-67, pp. 17-18. 
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TABLE 2.12. Schednled Bank Data—Busy Seasoii« 1964-65-1966>67 

(In CTores of rupees) 

The Third Plan Period Period After 

(Last Two Years) the Third Plan 


Item 

1964-65 

( 1 ) 

1965.66 

( 2 ) 

1966-67 

( 3 ) 

1. Aggregate Deposits 

+ 106.4 

+ 213.9 

+ 167.5 

(a) Demand 

+ 43.5 

+ 120.6 

+ 110.0 

(b) Time 

+ 62.9 

+ 93.3 

+ 57.5 

2. Borrowings from Reserve Bank of India 

+ 124.5 

+ 28.5 

+ 40.8 

3. Borrowings from State Bank of India and/or notified banks 

+ 8.6 

+ 4.6 

+ 5.5 

4. Bank credit 

+ 407.4 

+ 309.5 

+ 425.3 

5. Investments in Government securities 

-153.8 

- 27.3 

- 198.1 

6. Cash reserves 

+ 7.6 

+ 5.4 

+ 11.5 


Source: Report on Currenty and Finance, Reserve Bank of India, 1966-67, p. 15. 


their resources position which was becoming strained under the busy season 
pressure. Borrowings from the Reserve Bank increased by Rs 66 crores in 1966- 
67 in contrast to a sharp decline of Rs. 80 crores in 1965-66 (Table 2.10). This 
reflected the larger demand for bank finance in the 1966-67 busy season which 
led to greater recourse by banks to the Reserve Bank than in 1965-66. 

The need for stepping up industrial production is urgent. The industrialists 
hold that, for a variety of reasons, the increase in the demand for bank funds from 
industry is real for an economic boost, whereas commercial banks have been 
experiencing increasing difficulties in meeting the growing demands of industry. 
If the productive apparatus is not to suffer a breakdown, central bank credit at 
the bank rate and sometimes even at a concessional rate, must be made availa¬ 
ble more freely and in ampler measure. The Reserve Bank of India must, how¬ 
ever, keep a careful watch that advances by the banks are actually utilised for 
productive sectors. Production, particularly the production of quick-yielding 
assets, appears to be the only means by which we may be able to arrest tlie infla¬ 
tionary forces and steer the economy towards progress with stability. 


V 

Monetary Polic^y during the Fourth Plan Period (1969-74) 

The broad features of the earlier credit policy continued and the structure 
of refinance facilities remained generally the same except for some modifications 
in regard to refinance for food procurement advances. While the emphasis was 
on general credit restraint, measures were also to encourage the flow of 

resources to certain sectors. ‘ 

There was no relaxation of monetary res^^j|& fn^lfe^redit policy for 19)4-75 
as there was no evidence of any dccreaw in iiiiflationary pressures in the 
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economy. However, to enable commercial banks to meet the essential needs, 
the following modifications were made: 

(i) The minimum statutory balance to be maintained by the scheduled com¬ 
mercial banks with the Reserve Bank was reduced from 5 to 4 per cent 
of the total demand and time liabilities. 

(ii) The minimum of assets that constitute the statutory liquidity require¬ 
ments (SLR) under Section 24 of the Banking Regulation Act, continued 
at the previous level of 33 per cent. 

(iii) The minim um net liquidity ratio (NLR) relevant for lending by the 
Reserve Bank at the bank rate was reduced from 40 to 39 per cent, effec¬ 
tive December 28, 1974. The maximum rate chargeable for refinance 
under the NLR system remained at 18 per cent per annum. The rates 
of interest applicable to the borrowings from the Reserve Bank at different 
levels of NLR maintained by banks with effect from December 28, 1974, 
are given below: 


Net Liquidity Ratio 
(NLR) 

Rates of interest on 
borrowings from the 
Reserve Bank of 
India (Per cent per 
annum) 

39 and above . 



9 

38 „ „ but below 39. 

10 

37 „ ,, ,, 

>> 

38. 

11 

36 » t) 

>9 

37. 

12 

35 

>> 

>9 

36. 

13 

34 „ „ „ 

99 

35. 

14 

33 „ „ „ 

99 

34. 

15 

32 „ „ 

99 

33. 

16 

31 ,, j, 

99 

32. 

17 

Below 31 

• 

• •••••• 

18 


(iv) The bank’s ordinary recourse to the Reserve Bank for refinance was 
limited to an amount equal to 1 per cent of its demand and time 
liabilities as on September 27, 1974. 

(v) Refinance for public food procurement operations will be available when 
the overall food procurement credit exceeds Rs 300 crores. 

(vi) The flow of Reserve Bank funds through the bills rediscounting scheme 
would be encouraged in preference to assistance through refinance. 

The policy provides selectively for the deployment of credit for sustaining in¬ 
vestment, augmenting production, and facilitating better distribution of essential 
commodities. The continuing policy of restricting monetary expansion will have, 
it is apprehended, some effects on the rate of deposit accretion. Bearing in mind 
the liquidity requirements, the banks will have to plan their credit deployment 
on an extremely selective basis and endeavour to meet high priority claims as 
far as possible from their own resources. Primary consideration has to be given 
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to increased agricultural production and the building up of an adequate public 
distribution system for food. The special requiremenis of export credit should 
continue to be accorded high priority (see Chapter 10). In the public sector, 
working capital requirements of manufacturing units for expanding production 
deserve prior consideration. Selective credit controls should continue in order 
to discourage speculative hoarding of sensitive commodities in the private 
sector. In brief, the inflationary potential in the economy is still very consider¬ 
able and the general accent of monetary policy is still one of tightness as the con¬ 
trol of inflation has to continue as a basic objective. But the needs of some of the 
sectors which face special difficulties will have to be examined with reference to 
the extent to which credit could assist in a solution of their problems. Credit 
expansion will have to be limited to the banks’ own available resources. The 
Reserve Bank’s assistance which is essentially created money can only be minimal 
and temporary. This aspect of the constraint on the banks’ resources position calls 
for an even greater emphasis than in the past on selectivity in deployment of 
credit. Primary emphasis will have to be on sustaining investment and assisting 
production in core sectors and other essential lines as well as on mass consump¬ 
tion goods and exports. 


VI 


Obaervations 

The First Five Year Plan period reveals several distinct phases of booms and 
recessions which were not, however, deep enough to produce violent fluctuations 
in prices so that during the First Plan period as a whole there was comparative 
stability of prices. As the Second Plan progressed, inflationary forces gathered 
momentum. Over the five-year period of the Second Plan the rise in the general 
index of wholesale prices was about 30 per cent; food articles as a group went up 
by some 27 per cent; manufactures by a little over 25 per cent; industrial raw 
materials by 45 per cent. The rise in prices could not be checked and the tempo 
of increasing production could not be maintained. 

During the Third Plan period owing to stagnation of food-grains output, 
heavy defence expenditure, investment in wrong channels, hoarding and 
cornering of essential articles in short supply, the wholesale index rose steeply 
from 129.8 in March 1962 to 208.3 in May 1967 (1952-53 = 100). This price rise 
of more than 15 per cent can not be treated as a 'functional price-rise’ and, there¬ 
fore, docs not fall into the category of a slow and steadily rising price level which 
is conducive to a growth process. 

In such circumstances, many have failed to detect a meaningful price policy 
in the measures taken by the Reserve Bank of India during the planning era. 
The continued rise in prices is acting, and will act, as a brake on the flow of 
resources to investment. Unless the authorities in India arc firm in their attack 
and the monetary policy, with a particular emphasis on selective credit controls, 
is reinforced by suitable fiscal remedies which create the ground for a system of 
rigid physical controls and allocations, the atmosphere of financial stability 
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necessary for economic uplift will not emerge. During 1966 and 1967 inflation 
in India became a more complex phenomenon; judging by the price rise there 
was inflation, and judging by the fall in production and idle capacity, there 
was recession. Stability at present, therefore, has two aspects—controlling 
inflation in the aggregate and eliminating sectoral recession. In the long nm 
the demand-pull forces are perhaps more important in explaining the price rise 
in India. But, at the same time, the basic shortages prevailing on the supply 
side and their consequences, which have produced a marked cost-push in the 
short run, cannot be neglected. Thus, the present excessive price rise has 
resulted from an interaction between the demand-pull factors and the cost-push 
forces. 

It appears that there was no predetermined plan on the part of the central 
monetary authority for the use of the various credit control measures. There 
was, indeed, no effective coordination between the various measures adopted. 
Besides, in the early days of the introduction of the monetary weapons, there 
were no conventions among the Indian banks regarding the use of these monetary 
measures. In other words, the banking system was not privy to the new monetary 
discipline that was introduced extempore in course of the Plan period. The 
bank rate, for instance, has not been deliberately used. It was revised in an up¬ 
ward direction because of some fundamental changes in the whole structure of 
interest rates. Other monetary weapons, including the selective credit control 
device, were rapidly developed during two periods of inflationary pressures 
during the Second Five Year Plan period (first between March 1956-July 1957 
and the second bet^veen October 1959-October 1960). The monetary policy 
of the Indian central bank, though aiming at ‘controlled expansion*, in retrospect 
may be described as one of cautious improvisation.®® In order to enable the cen¬ 
tral banker to feel the pulse of the market correedy a regular and continuous 
exchange of ideas and views between the central bank and commercial bank 
representadves beforehand is necessary instead of introducing impromptu mone¬ 
tary measures. 

Coining to tlie fiscal policy, it may be pointed out that the tax system in India 
does not seem to have been worked fully in conformity with the needs of a deve¬ 
loping economy. If the primary problem in a developing economy is to raise 
the saving-income rado, the main task before the fiscal authorities in such an 
economy should be to promote capital formation. To achieve capital formadon 
at a higher rate, it is necessary that taxadon as a proportion of national income 
should rise as national income rises. There is ample scope for reforms in both 
direct and indirect taxes so as to fulfil the objective of mobilising the surplus 
currently generated in the economy for purposes of economic development. 
Ail this inevitably underlines the essential bond of unity between the monetary 
and fiscal policies. There is no objective law which neatly demarcates the sphere 
of the operations of each. The nature of the economic problem in the develop¬ 
ing economies is such that it can be tackled only through simultaneous adoption 
and adaptation of the monetary and fiscal policies along with other instruments 


« Cf. “Some Thoughts on Monetary Management”, Tata OjutrUrly, April 1961, pp. 51-52. 
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of economic policy, so as to form a ‘package deal’ approach to the whole 
problem.^ 

It must be borne in mind that the relationship between monetary policy and 
fiscal policy is complementary and that both are used as instruments of an over¬ 
all economic policy. While fiscal policy deals with the structural aspects of the 
economy, monetary policy ^ves a more flexible approach to changing cir¬ 
cumstances. The focal point in the debate then is whether the required restraints 
that are to be exercised in the aggregate demand can be brought about more 
effectively by fiscal policy or by monetary policy alone. Indeed, a reform of 
fiscal policy does not rule out a correct monetary policy since the latter is 
complementary and, therefore, equitable and indispensable to it. It is inter¬ 
esting to note that the main constituents of the expansion in the liquidity of the 
economy have been the fiscal operations of the Government. In fact, it is 
Government expenditure that has been a substantial factor behind monetary’ 
expansion. A drastic pruning of nonessential expenditure in order to reduce 
the strain of excess demand is, indeed, urgent. The Reserve Bank of India would 
be failing in its responsibilities if it does not administer a stem warning against 
the continuance of deficit financing. It is the duty of central banker to caution 
the Government about the danger to economic efficiency and the social injustice 
of inflationary planning. 

When nearly one sixth of the Centre’s Plan outlay depends on inflationary 
finance, the Government will find it hard to sustain its claim that it is doing 
its best to hold the price line, unless it can also prove that developmental outlays 
are directly contributing to an increase of output. Many of the projects under¬ 
taken earlier cannot, perhaps, be abandoned at this stage but the expenditure 
will not be productive of any immediate benefits. There is stronger reason, 
therefore, for being selective about the rest of the development outlays with a 
view to diverting some of them to those sectors where they may be immediately 
productive, or to reducing the scale of deficit financing. The real need is to 
accelerate the pace of investment in areas in which it can be productive in the 
short run; such investment can also help to create employment and stimulate 
demand. Stimulation of demand itself is likely to give an upward push to the 
economy as a whole. Development aims at raising the standard of living, a rise 
in the level of consumption is to be regarded as an end to be achieved. In this 
sphere the criterion is not merely what the individual wants or needs but what 
the collective needs arc and how best they can be met. The role of a consump¬ 
tion policy in the strategy of India’s economic development must, therefore, 
be fully appreciated. 

The preponderance of currency in the composition of the total money supply 
has set up a monetary pattern that militates agaist effective and prompt credit 
control. In India the currency in circulation forms about two thirds of the total 
money supply, the rest being deposit money ** The monetary framework in 

•* Cf. Thi Ptr Jaeobfton Foundation Luiun, dcHvered by Dr. Deshmukh, on October 1, 1965, 
Washington, D.C., p. 30. 

** DeposiU now stand at 55 per cent as against 38 per cent in 1951. Even so, the proportion of 
currency remaining outside the banking system is very high by international standards. 
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India is not, therefore, comparable either in coverage or in the degree of inte¬ 
gration with that in the West. Besides, the existence of a fairly large nonmonetis- 
ed sector—about 35 per cent of the total national income being outside the pur¬ 
view of monetary transactions—sets limitations on the extent to which monetary 
policy can make itself felt. Furthermore, even within the monetised sector, 
the Reserve Bank of India’s policy seems to be effective only in respect of the 
organised sector which comprises only 50 per cent of the Indian money market. 
The Reserve Bank’s control over commercial banks can not be fully effective 
as trade and industry have had the obvious opportunity to fall back on the un¬ 
organised monetary sector to supplement their resources. 

Under such circumstances, overall restrictive credit policies would be likely to 
raise the cost, as well as restrict the availability, of credit to those units which 
depend mainly upon the organised sector for their credit requirements. These 
units may be forced to restrict their scale of operations while the other units 
which can obtain funds through other channels may not feel the restraint and, 
therefore, may maintain their operations on a larger scale. The extent to which 
the overall restrictive policies force the firms engaged in productive activity to 
reduce their scale of operations or their growth, wll have serious repercussions 
on the size and the growth of output and this may add to the inflationary 
pressures and make the situation awkward. In short, such overall restrictive 
policies may produce a peculiar situation in which the organised units are likely 
to be subjected to a discriminatory financial stringency which may ultimately 
divert productive resources to less useful channels and upset the Plan priorities. 

The indigenous bankers maintain strict secrecy of operations and it can be 
presumed that a large portion of the ‘black market money’ has infiltrated into 
these unorganised channels. The crux of the problem is that these accumulated 
gains arising mainly from illegal transactions cannot be brought into books or 
into bank accounts. It is difficult to control the regular activities of the indige¬ 
nous bankers who may be classified as a crude type of non-bank financial inter¬ 
mediary. This difficulty greatly increases when the indigenous bankers operate 
with ‘black market money’ the amount of which is stated to be enormous. 
The private holdings of ‘unaccounted money’ are being used, to a large extent, 
for commodity speculation and constitute an important factor of an inflationary 
price rise. This ‘black market money’ which helps speculative dealings, nece¬ 
ssarily reduces the effectiveness of monetary policy in India. 

Broadly speaking, the effectiveness of monetary policy largely depends on the 
degree of integration in the economy and the extent to which the commercial 
banks cater to the credit needs of the economy. Mr. Wilson** su^ests that for 
fuller integration of the indigenous sector with the organised sector: 

.... the link between the commercial banks and the indigenous institutions 
must be considerably strengthened.There is much that is good in indige¬ 

nous practice and, if both sides are willing, it should not be impossible over the 
years to effect a graft which will provide the vigour needed for further 
development. 

Sayers, R. S., Ed., Banking in the British Commonwealth, Glareadon Press, Oxford, 1952, pp. 
215-216; see J. S. G. Wilson, “The Business of Ranking in India”. 
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In considering the trends of the monetary policy of the Reserve Bank of India 
and their effects on the operations of the commercial banks, it would be interest¬ 
ing to explore the Radcliffe mechanism which has stimulated a good deal of 
discussion in recent years. The positive finding of the Radcliffe Committee is that 
the central piece of monetary action is not the supply of money but the structure 
of interest rate or the liquidity of the whole economy. If a dear money policy 
in the shape of higher interest rates is to be effective, it would have to reduce 
the liquidity of all semi-liquid assets in the sense that the onwers of such semi¬ 
liquid assets would not be able or willing to readily convert them into cash since 
this would entail a capital loss on them; for when the interest rate is raised, the 
capital value of the outstanding assets falls. In other words, the Radcliffe Com¬ 
mittee’s approach is not to restrict the supply of money but to strike more directly 
at the liquidity of the spenders and of banks and financial intermediaries whicli 
finance the spenders. 

Stated differently, the Committee recommends that the monetary policy 
should seek to influence something more than the supply of money—it should aim 
at influencing the state of liquidity of the whole economy. The Committee’s 
thesis on the importance of the state of liquidity as the crucial factor in the com¬ 
munity’s spending decisions has, however, been challenged. An important critic¬ 
ism is that the Radcliffe policy is haphazard and the Committee has never defined 
the liquidity concept and its relationship to spending motivation. While the 
Committee considers the structure of liquidity or the structure of interest rates 
rather than the supply of money as the central piece of monetary action, it does 
not mean that the supply of money is unimportant. In fact, the supply of money 
is only one of the elements in the whole complex of factors which make up the 
liquidity of the system. In bringing out this salient truth the Radcliffe Com¬ 
mittee, indeed, has made a significant contribution to the understanding and the 
use of monetary policy. 

The growth of Nonbanking Financial Intermediaries (NFI) poses a problem 
for monetary control in India which is analogous to the threat presented to mone¬ 
tary policy by the shift of deposits from banks to the NFI in the USA, UK, and 
South Africa. The present methods of credit control discriminate against com¬ 
mercial banks in their competition with the NFI, weakening the effectiveness of 
monetary policy in the long run and, therefore, an extension of the central bank’s 
regulatory powers has been advocated ” The Reserve Bank of India’s policy of 
'controlled expansion’, to become more effective, requires that there should be 
an equal degree of control over the commercial banking structure and the more 
important categories of the NFI. A credit restraint policy applicable to the bank¬ 
ing sector only may not be fully effective in achieving economic growth and 
maintaining monetary stability. Monetary policy should be reoriented and 
redesigned in such a manner that at least the more important NFI operating in 
the organised sector, are able to perform their function of activating idle hoards 
in a way which will prove to be socially desirable. The central issue today is 


Gurley and Shaw, in a Theory of Finance, The Brooking* Inatitution, Washington D.C., 
I960, pp. 237-241. 
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how to ensure that the savings of the community can be channeled into pro¬ 
ductive purposes as envisaged in a total planned effort with a Tninimtim leak^e 
into the unwanted by ways of the economy. If the operations of the more import¬ 
ant Indian NFI come under the purview of the Reserve Bank of India’s selective 
credit control measures, an appreciable amount of such hoards is likely to be 
channelised into priority sectors to keep up the growth and welfare objectives 
of development planning. 

Monetary policy must serve the triple ends of maintaining a high level of em¬ 
ployment, stimulating expansion of the real national income, and at the same 
time keeping a reasonably stable value of money. An active monetary policy 
is meant to bring about an effective mobilisation of the actual and potential 
savings through financial intermediaries which form the spectrum of financial 
assets of the money market. These resources are then to be turned into invest¬ 
ment through the adoption of a credit structure so built that it answers the needs 
of development in accordance with the priorities laid down by the economic 
policies. 

In an economy the credit needs of which are growing and where investment 
is being undertaken within the confines of an overall plan, it is important that 
the regulation of credit expansion should be linked, both dimensionally and 
directionally, with the overall requirements of the plan. The promotional func¬ 
tion of monetary policy is demonstrated in the measures taken to enlaige the 
purposive institutional supply of rural and industrial credit and the attention 
paid to insulating sensitive sectors, such as the export industry, from the impact 
of a general credit squeeze. The essence of the developmental and progressive 
role of monetary policy lies in extending the benefit of access to the scarce re¬ 
source of banks’ funds in accordance with the needs of the borrowing unit, deter¬ 
mined not only by its size but also by the type of production in which it is en¬ 
gaged. All in all, the policy pursued by the Reserve Bank of India during the 
planned period can be characterised as a cautious approach to the monetary 
discipline wherein the central theme has been credit rationing and regulation 
without, at the same time, allowing the flow of supply of funds being sapped 
up due to excessive stringent measures to ensure a steady and stable growth of 
national economy. At times, a few extraneous factors supplemented by the 
militant explosions of the affected sectors tended to foil the efficacy of the 
measures and caused retardation in the march of the central bank to hold the 
economy in the riglit perspective of planned development. 

To conclude, the exercise of monetary policy calls for deep technical know¬ 
ledge and an experience that most politicians do not possess. That is why it 
must be entrusted, as far as possible, to specialists and not be too closely depen¬ 
dent on general policy. In the field of monetary policy any mistake or, what is 
even more serious, a simple failure to act when action is called for, has deep 
repercussions on the lives of the members of the entire community. 
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The chart gives a condensed picture at a glance of the principal monetary policy measures 
taken by the Reserve Bank of India since May 1973 to September 1975. 

Principal Monetary Policy Measares Taken by the Reserve Bank 

Since 1973 


DaU of Circular 

Raised with effect from 

Raised!Loicered {percent¬ 

age points) 


1 

2 

3 



/ Bank RaU 


May 30, 1973 

May 31, 1973 

G to 7 

July 22, 1974 

July 23, 1974 

7 to 9 


II Statutory Cask Reserve Ratio^ 


May 30, 1973 

June 29, 1973 

3 to 5 

Aug. 14, 1973 

Sep. 8, 1973 

5 to 6 

Aug. 14, 1973 

Sept. 22, 1973 

6 to 7 

May 14, 1974 

June 29, 1974 

7 to 5 

October 29, 1974 

Dec. 14, 1974 

5 to 4.5 

Oct. 29, 1974 

Dec. 28, 1974 

4.5 to 4 


/// Statutory Liquidity Ratio' 


Nov. 30, 1973 

Dec. 8, 1973 

30 to 32 

April 18, 1974 

June 29, 1974 

32 to 33 


IV (i) JVirl Liquidity Ratio' 


Mar. 17, 1973 

Mar. 30, 1973 

36 to 37 

May 30, 1973 

June 29, 1973 

37 to 39 

Aug. 14, 1973 

Sept. 8, 1973 

39 to 40 

July 22, 1974 

July 23, 1974 

Remains at 40 

Nov. 5, 1974 

Dec. 28, 1974 

40 to 39 


IV (U) Maxitrum Rate Chargeable by the R. B. 

/. 

Nov. 16, 1973 

Nov. 16, 1973 

12 to 15 

July 22, 1974 

July 23, 1974 

15 to 18 


* Of the demand and time liabilities of scheduled commercial banks. 
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V Lending Rates of Scheduled Ckmmereial Banks 
(i) Minimum Lending Rate (except for exempted categories) 


May 30, 1973 

June 1, 1973 

10 

Nov. 30, 1973 

Dec. 1, 1973 

10 to 11 

July 22, 1974 

July 23, 1974 

11 to 12.5 


(ii) Maximum Rate of Interest on Export Credit 

Nov. 16, 1973 

Nov. 16, 1973 

7 to 8 (Preshipment and post¬ 
shipment credit). 6 (Export 
credit on deferred payment 
terms). 

Apr. 19, 1974 

April 19, 1974 

8 to 9 (Preshipment and post¬ 
shipment credit). 7 (Export 
cre^t on deferred payment 
terms). 

July 22. 1974 

July 23, 1974 

9 to 10.5 (Preshipment and post- 
shipment credit).* 


(iii) Rate of Interest for Food Procurement Credit 

July 22, 1974 

July 23, 1974 

(iv) Minimum Rate on Dills 

9 to 11 (Food Corporation of 
India) 9 to 12 (State Govem- 
ment/Agendes). 

June 6, 1973 

June I, 1973 

8 

Nov. 16, 1973 

Nov. 16, 1973 

8 to 9 

Nov. 30, 1973 

Dec. 1, 1973 

9 to 9.5 

June 17, 1974 

June 18, 1974 

9.5 to 11 (Drawee Bills) 

July 22, 1974 

July 23, 1974 

11 to 12.5 (Drawee Bills) 
9.5 to 11 (Drawer Bills) 


• Ref. DBOD. No. EXP. B. C. 98/G. 297 p. 74 dated 24-9-74. 

With effect from Sept. 25, 1974, a ceiling rate of 11.5 per cent per annum on preshipment and 
postshipment credit (other than those extended on a deferred payment basb) as against 10.5 per 
cent, as at present, has been prescribed. It has also been decided to prescribe a ceiling rate 8 
per cent per annum on export credit on deferred payment basis instead of 7 per cent as at 
present. 
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Changes in Deposit Rates 


Class of deposU 


Percentage Rate of Interest 

1-4-1973* 1-4-1974* 

23-7-1974 

I. Current accounts, deposits upto 14 days and 

No interest except with the Prior approval 

deposits subject to withdrawal or repayment 

of the Reserve Bank of India. 

by notice for a period of 14 days or less 




2. Savings accounts 

4.0 

5.0 

5.0 

3. Fixed deposits 




1. 15 days to 45 days 

2.75 

3.0 

3.0 

2. 46 days to 90 days 

3.25 

3.5 

3.5 

3. 91 days to less than 6 months 

4.75 

5.0 

5.5 

4. 6 months to less than 9 months 

5.25 

5.5 

6.0 

5. 9 months to less than 1 year 

5.25 

6.25 

7.0 

6. 1 year to less 2 years 

6.0 

6.75 

(1 year and 

7. 2 yean and above and upto and inclusive 



8.0 above but less 

of 3 years 

7.0 

7.50 

than 3 years) 

8. Above 3 years up to and inclusive of 5 years 

7.0 

7.75 

9.0 (3 years and 




above and up 




to and inclu¬ 




sive of 5 years) 

9. Above 5 years 

7.25 

8.0 

10.0 


* Scheduled commercial banks with demand and time liabilities uptoRs 50 crorcs were allow¬ 
ed to pay an additional interest of between 1/8 and 1/2 per cent per annum, on all classes of 
deposiu bearing interest up to July 22, 1974. This concession has been withdrawn. However, 
effective July 23, 1974, banks with demand and time liabilities below Rs 10 crorcs arc allowed 
to pay an additional interest of 0.5 per cent per annum on saving deposits. 


The Reserve Bank of India 
as the Regulator of Bank Credit 


Economic Sig^nificance of Bank Credit 

Tlie importance of currency and the relative insignificance of bank money in 
the conventional computation of the total money supply (curren^ plus demand 
deposits) may suggest that any restrictive action on bank credit will have an 
impact only on a limited portion of money supply and, therefore, monetary 
policy may not appear to be meaningful in an underdeveloped economy. It is 
quite true that this relationship between currency and bank deposits will impart 
an element of rigidity to monetary control. But the argument should not be 
pushed so far as to establish a case for the complete negation of a monetary 
policy in such economies. In an underdeveloped economy the institutional 
framework is rapidly changing and with the growing spread of bank deposits^ as 
a component of total monetary resources in the wider sense of currency plus 
aggregate deposits, central bank action on bank credit becomes quite relevant. 
Indeed in some developing economies the pace of aggregate deposit expansion 
has actually been observed to be greater than that of currency expansion. The 
area of transactions amenable to monetary control becomes wider and wider, 
and bank credit gradually tends to assume a dominant influence on overall 
economic activity almost in the same manner observed in relatively maturer 
economics. The experience of countries like France has clearly demonstrated 
tliat credit is potentially a very powerful tool for shaping the destiny of the 
economy and that with the help of a credit poUcy it is possible to direct the 
growth of the economy or to retard it. Even more, it is possible to encourage 
specific industries selectively and discourage others according to the priorities 
established for the purpose. Central bank control of bank credit then becomes 

more meaningful. 

We therefore, propose to investigate the behavioural pattern of bank credit 
under the stresses and strains of the policy of rapid economic growth with a view 
to assessing in what manner and to what extent bank credit was applied to the 


' See footnote 35 (Ch. 2). 
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priority sectors in keeping with the objectives of planned economy. Our analysis 
portrays distinctly how far bank credit met the demands of a developing eco¬ 
nomy. The role of the monetary system in the Plan period would be considered 
successful if banks had been motivated to lend an increasing proportion of a 
growing volume of credit to the productive and preferred sectors as contemplated 
in the Plans. In other words the effects of monetary policy on the availability 
and cost of credit, as well as on its distribution amongst different sectors, will 
be discussed. 

Before we actually analyse the trends in bank credit, we must remember the 
economic significance of the distribution of the banks’ assets. In this connection 
Professor R. S. Sayers’* observation is of particular significance: 

....the banks can initiate a change in the economic situation when they 
exchange assets with the public... .by causing the public to hold more bank 
money and less of certain other classes of assets, that change must inevitably 
force repercussions on the entire economic situation. 

The essential liquidity of commercial banks is determined by the character 
and quality of their earning assets. Liquidity depends much on the composition 
of a banker’s portfolio of assets which have the advantage and opportunity of 
shiftability, either to other banks or to the central bank or both It is through the 
changes and interchanges of the portfolio of earning assets that banks make 
a direct contribution towards meeting the credit needs of the community. 

The trend in bank credit is determined by the investment activities in the pub¬ 
lic and private sectors, industrial and agricultural production, price level, condi¬ 
tions of foreigpi trade, level of employment and the govcrnment’.s industrial 
policy. In other words, the economic activities of the government and the com¬ 
munity directly influence the pattern of bank credit. When demand is high and 
there is an upswing of prices, the profit prospects appear to be bright and business 
men, both in agricultural and industrial sectors, feel buoyant enough to boost 
their investments in order to expand their business operations, or start new lines 
of activity. They, therefore, need more bank accommodation in times of brisk 
economic activities. 

Credit expansion enhances the expending power of the community. It must be 
recalled that the creation of credit by banks is preceded by a high level of eco¬ 
nomic activity wliich may be caused by many complex economic and social 
factors. It would, therefore, be misleading to suggest that the commercial banks 
are primarily responsible for inflationary pressures in the price level. It does not 
always follow that expansion of bank credits will bring about an inflationary 
spiral as other factors are involved in the phenomenon. It would not, therefore, 
be correct to hold that control on bank credit only can direct the price trends. 
Admittedly, in India as an underdeveloped country “there does not exist the 
same, or at least to the same extent, relationship between changes in money 
supply and changes in credit in the short period as obtained in developed 
countries.”*the factors affecting the price situation are really complex. 

* Sayen, R. S., Modtm Banking, Fifth Edn., Oxford University Press, London, p. 157. 

• Sethi, J.D., Frobtams ojMontUay Poli^ in an VruUrdaoeloptd Country with special Reference to India 
Asia Publithing Home, Bombay, 1961, p. 313. 
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Trends in Bank Credit in the Plan Period 

During the War years advances of the scheduled banks in undivided India 
declined as a result of a smaller volume of international trade, Government’s 
direct aid to industries helping the War effort and also certain Governmental 
restrictions. Since the cessation of the War advances have been rapidly on the 
increase, obviously due to increasing internal and external industrial and trading 

activities. 

The trends in bank credit in India in the planning period fall into four rather 
well-marked phases; (i) a decline in the volume of bank credit in the early years 
of the First Plan, (ii) a rapid rise since the closing year of the First Plan, (iii) a 
slow rise between 1957-1959, the (iv) a sharp rise since 1960-61. The fall in ^e 
bank credit in tlie beginning of the First Plan reflects the impact of the restrictive 
monetary policy pursued by the Reserve Bank of India with the launching of the 
First Plan, that is, on the eve of the economy taking a definite shape in the years 
to come. With the raising of the bank rate and abandonment of the policy of 
supporting Government securities, credit became costlier and banks came to 
exercise greater caution in their lending policy. The decline in commodity prices 
which started in the first quarter of 1952 and uncertainties about business pros¬ 
pects because of a slump discouraged inventory building and contributed to the 
downward trend in bank advances. It was, therefore, not difficult for the 
banking system to satisfy the credit requirement out of their own funds. 

Tiic upswing in bank credit since 1955-56, the closing year of the First Plan, 
was caused by the improvement on the production front, the revival in the level 
of economic activities, rise in the volume of foreign trade, and resumption of 
private trade in foodgrains. The increased demand for credit was met partly 
out of the banks’ own resources and substantially through borrowings under the 
Bill Market Scheme. The upward trend was maintained during the entire 
Second Plan period by considerable Governmental capital outlays, increase 
in the levels of private investment and boosting of economic activities. The 
credit-deposit ratio was stretched. The strains on the liquidity position of the 
l>anks forced tliem to unload their investments in Government securities in order 
to enable tliein to expand their credit to meet the needs of growing credit require¬ 
ments in the growth-oriented economy. The increased demand for credit 
induced banks to attract fresh deposits by offering liigher rates of interest. 

During the period 1957-1959 the pace of growth of bank credit slowed down. 
A recession in industrial production, restrictive credit policy and adoption of 
selective creeb; ^^ontrol measures by the Reserve Bank of India, and steps taken 
to control the speculative use of bank credit must have had their influence on 
the slackening of credit expansion. 

Ever since 1960-61 commercial bank credit has maintained an upward trend. 
Tl\e increasing demand for bank credit since then may be ascribed to the impact 
of planned economic development in the country, i.e., growth in industrial 
investment, rise in industrial output, liigher prices of raw materiak and an 
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increase in the number of banking institutions. In short, the recent trends in 
bank credit are clearly the natural concomitantsof industrialisation and economic 
advancement. The rising trend in credit-deposit ratio from 60 in 1952 to 70.74 
per cent in January 1975 reflects that the increase in the volume of deposits 
could not keep pace with the high level of demand for credit and the consequent 
growing pressure on the banking system. The upward trend in the volume of 
credit is indicative of the increasing level of investment in both the public and the 
private sectors in a planned economy. In a mature economy growth in bank 
credit would simultaneously be associated with the rising volume of bank deposits 
and, barring exceptional circumstances, the ratio would not record any signi¬ 
ficant variation. However, in India our investigation has shown that the ratio 
has gone up appreciably. The growth of bank credit during the Plan period on 
the whole synchronises with the phases of the growth of national income, trends 
in investment, and deficit financing. 


m 


Pronounced Seasonality in the Demand for Credit 

The most important element in the Indian economy is the pronounced sea¬ 
sonality in the demand for credit. This, of course, is a phenomenon typical to an 
economy in which the primary sector accounts for a major share of the national 
product. The demand for credit, therefore, broadly follows tlie course of the 
agricultural season; the busy season extends over theposthai-vcst trading period 
and roughly corresponds with the half-year commencing at tlie end of October. 
Partly due to this, a substantial proportion of exports originating from agriculture 
and other allied sectors, tend to be boosted in the busy season which marks the 
period of bank credit inflow whereas the slack season coincides with the lean 
season for exports as a result of which the payments position is subjected to further 
pressure by the seasonal outflow of bank credit. An additional element for sea¬ 
sonality in the demand for payments is the incidence of Government operations 
in terms of which Government accounts arc made up in March every year—the 
peak period of the busy season. As may be seen from Tables 3.1 and 3.2, over the 
years 1948-1974 the busy season has shown a rising trend while in a slack .season 
(with minor exceptions; contraction has been recorded. 

A scrutiny of the balance sheet of banks reveals that they generally maintain 
excess balances over and above the statutory minimum under Section 42(1) of 
the Reserve Bank of India Act; fluctuations in such excess deposits of scheduled 
banks arc an important pointer to the conditions obtaining in the money 
market. Broadly speaking, during the busy season (November-April) the 
excess balances tend to decline and bank credit and borrowings from tlie Reserve 
Bank rise. The credit-deposit ratio goes up while tlie investment ratio moves 
downward. During the slack season (May-Gciober) excess balances increase 
and the picture is reversed. 

Tables 3.1 and 3.2 further indicate how the gulf between the credit ratio at the 
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TABLE 3.1. Seasonal Ratios of Scheduled Banks, 1948-1967 
(Ratio to Deposits at the End of the Season) 



Cash Ralio 

Investment Ratio 

Credit Ratio 

Period Prior to the Plan 

Slack 1948 

13 

— 

41 

Busy 1948-49 

10 

— 

57 

Slack 1949 

13 

— 

46 

Busy 1949-50 

10 


56 

Slack 1950 

13 

43 

48 

Busy 1950-51 

10 

35 

65 

Slack 1951 

13 

37 

58 

The First Plati Period 

Busy 1951-52 

9 

35 

67 

Slack 1952 

11 

38 

54 

Busy 1952-53 

9 

36 

61 

Slack 1953 

11 

40 

53 

Busy 1953-34 

9 

38 

65 

Slack 1954 

11 

39 

58 

Busy 1954-55 

8 

36 

65 

Slack 1955 

9 

38 

58 

Busy 1955-56 

8 

33 

71 

The Second Plan Period 

Slack 1956 

8 

34 

70 

Busy 1956-57 

9 

28 

75 

Slack 1957 

11 

29 

64 

Busy 1957-58 

9 

29 

63 

Slack 1958 

9 

39 

53 

Busy 1958-59 

8 

36 

60 

Slack 1959 

6 

44 

52 

Busy 1959-60 

7 

38 

59 

Slack 1960 

8 

36 

58 

Busy 1960-61 

6 

29 

68 

The Third Plan Period 

Slack 1961 

7 

35 

68 

Busy 1961-62 

7 

31 

73 

Slack 1962 

6 

35 

68 

Busy 1962-63 

6 

29 

76 

Slack 1963 

8 

34 

66 

Busy 1963-64 

6 

27 

80 

Slack 1964 

6 

35 

67 

Busy 1964-65 

6 

27 

80 

Slack 1965 

7 

31 

72 

Busy 1965-66 

6 

27 

77 

Period After The Plan 

Slack 1966 

6 

34 

68 

Busy 1966-67 

6 

27 

77 


Sources: I. Report on Currency and Finance, Reserve Bank of India, 1964-65 and 1966-67, Statcmcni 
33, p. S62. 

2. Other Reserve bank of India publications. 
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end of the slack and that in the busy seasons has been on the decline from the 
pre-Plan period to the Plan period. This is significant evidence of the growing 
pressures of bank credit in the planning era obviously for diversification of eco¬ 
nomic activities. 

Continued industrialisation and increased activities of banks in financing in¬ 
dustry is reflected in the change in the seasonal character of Indian banking. 
Tiie seasonal character of bank credit has become less important as industrialisa¬ 
tion advances and new industries develop which are not crop-based. 

As the nonagricultural sector expands and bank advances against these 
commodities increase, they considerably moderate the seasonal variation in 
bank credit for agricultural commodities. The attenuation of the overall seasonal 
variations indicates that a large part of the increase in advances is being absorbed 
by the new non-agro-based industries. The credit policy of the Reserve Bank 
of India based on the traditional conception of the seasonal pattern of a purely 
agricultural economy, therefore, fails to satisfy the clianging needs of a semi¬ 
industrial economy. 


IV 

Triple Significance of Credit-Deposit Ratio 

The credit-deposit ratio of commercial banks has triple significance. Pri¬ 
marily, and most significantly, it is a measure of the utilisation of resources by 
the banking system. Conversely, it is a measure of tlie liquidity of the banking 
system. Moreover, it is an indirect but important means of monetary manage¬ 
ment by the central banking system. The actual or possible level of the credit- 
deposit ratio is one of the important factors which the Reserve Bank of India 
takes into account in formulating measures of general credit control. The rise 
in tlic credit-deposit ratio of the different categories of scheduled banks from the 
low levels of 35 to 50 per cent at the end of December 1946 (Indian Union 
Figures only), to around 72 per cent at the end of March 1975 reflects the higher 
level of utilisation of the resources of banks in recent years (Table 3.3). The rise 
in credit was sharper than the deposit expansion; hence the steep rise in the 
ratio. 

Tabic 3.4 depicts a better picture of the credit-deposit ratio of the Indian banks 
during tlie pre-Plan period and the Plan period. The ratio on the pre-PIan 
period indicates under-utilisation of banking resources. In as many as 34 sche¬ 
duled banks and 27 nonschcduled banks it was at or below 50 per cent in 1949. 
Of these, in 12 (7 scheduled and 5 nonscheduled) it was lower than 31 per cent. 
The position has consistently improved for the scheduled banks during the 
planned period. As compared to 34 scheduled banks in 1949 and 33 scheduled 
banks in 1950, hardly 7 scheduled banks had it at 50 or below at the end of 1965 
and in only one of them was it below 31. Thus,the classification of banks by their 
credit-deposit ratio indicates an absence of lending opportunities for the banking 
system during the pre-Plan period. Table 3.4 reinforces the argument advanced 
earlier in the case of Table 3.3. As the process of development gathered 
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TABLE 3.3. Glassificatioii of Schedaled Banks According to 
Their Credit>Deposit Ratio» 1946«1975 

(Credit-Deposit Ratio in Percentage) 


At the end of December 

Imperial Bank of 
IrulialSlaU Bank of 
India 

Other Indian Sche^ 
duled Banks 

Foreign Banks 

Period Prior to the Plan 

1946 

35 

50 

39 

1947 

31 

47 

56 

1948 

35 

47 

69 

1949 

37 

49 

74 

1950 

44 

51 

77 

The First Plan Period 

1951 

62 

61 

102 

1952 

55 

53 

85 

1953 

51 

55 

79 

1954 

44 

57 

84 

1955 

48 

60 

86 

TTu Second Plan Period 

1956 

60 

66 

108 

1957 

47 

61 

95 

1958 

36 

58 

82 

1959 

29 

60 

76 

I960 

40 

68 

88 

The Third Plan Period 

1961 

48 

68 

90 

1962 

50 

68 

101 

1963 

52 

69 

98 

1964 

63 

69 

87 

1965 

71 

68 

68 

The Fourth Plan Period 

1969-70 

76.70 

79.74 

83.50 

1970-71 

85.11 

79.80 

83.99 

1971-72 

74.17 

74.57 

79.26 

1972-73 

66.52 

71.69 

73.96 

1973-74 

71.52 

73.27 

75.12 

1974-75 

65.21 

72.42 

71.32 


Source: Compiled by the author from Reserve Bank of India publications and vide D’ Mello's 
(S.B.l.) letter to author dated 25.11.75. 

momentum with the launching of the Five Year Plans, the scope for channelising 
bank funds increased considerably with the result that as many as 44 scheduled 
banks had their ratio at 51-70 per cent and 17 at 71-100 per cent in 1965. The 
rise in ratio is due to the undertaking of new and challenging functions by the 
banking system in the changing economic situation. 

At the other extreme, the credit-deposit ratio of 30 scheduled and 276 non- 
schedulcd banks was at or above 70 per cent in 1949. Of these 17 scheduled and 
167 nonscheduled banks had their ratio above 100 per cent. In other words, 
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only 33 per cent (30 out of 90) of the scheduled banks had a credit raiio above 
70 per cent while as many as 80 per cent of nonscheduled banks had such high 
ratios (Table 3.4). This was a clear case of the overextended position of a large 
number of nonscheduled banks who had commitments much beyond their 
capacity. This was also an indication of a ver^' small deposit base of the non¬ 
scheduled banks. Apart from their high ratio, their advances portfolio was 
of extremely poor quality. The operational behaviour of these ‘sickly’ units 
did not contribute anything to economic efficiency and financial integrity. 
In order to mitigate the structural weakness of the banking system, the weak 
units have been eliminated and the number of nonscheduled banks has come 
down markedly—from 256 in 1960-61 to as few as 9 in July 1974.'* 

To bring the matter into better focus, it is necessary to bring out the differences 
in the ratio of bank credit to deposit between Indian and foreign banks. The 
foreign banks are the strongest banks in India and have the highest ratio as shown 
in Table 3.3. It is well-known that for some foreign banks the upper limit of 
loans is determined by the level of demand rather than by a conventional consi¬ 
deration of liquidity and solvency. It has to be remembered tliat they have the 
ability to borrow from sources other than those of the Indian system to maintain 
their reserve requirements. They can, and do, borrow from their headquarters 
primarily in the London money market during periods of restrictive credit policy. 
Thus, they do not feel the effects of changes in interest rates directly and can 
transmit the effects of changes in India abroad and vice versa. They, therefore, 
do not expand their credit just on the basis of deposits in India.^ 

It is widely recognised that foreign banks possess high prestige and reputation. 
Varied experience and wide contacts afford the foreign banks a competitive 
advantage over the Indian banks; therefore, the chance of runs on them is 
slender. This very feeling of safety and security enables them to operate with low 
secondary reserves and lower cash ratios. Furthermore, they have an almost 
exclusive preserve of business of foreign bills. Since these bills arc short-term and 
self liquidating, banks dealing in them can afford to maintain lower cash 
reserves. 

In recent years the average credit-deposit ratio of the foreign banks has how¬ 
ever come down (Table 3.3) in response to the increasingly tight monetary 
policies and the number of scheduled banks showing the credit-deposit ratio 
above 100 per cent has declined (Table 3.4). Banks with their credit-deposit 
ratio between 71-100 per cent consist of the foreign as well as some of the leading 
Indian banks. In the case of the Indian banks, the high credit-deposit ratio is 
an indication of the extensive business commitments they have made. 

In any case, all these different explanations of the vary ing levels of the credit- 
deposit ratio merely underline the fact that the banks arc not self-reliant and 
have to lean heavily on interbank call loans and Reserve Bank borrowings in 
order to supplement their own deposits and other liabilities particularly during 
the busy season. 

* Reserve Bank oj India Bulletin, March, 1975, S. 236. 

* Roten, George, Some Aspects of Industrial Finance in India, Asia Pu)>lis}iing House, nombay 
1962, pp. 19-20. 
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Among the larger banks the State Bank of India normally maintains a lower 
ratio in comparison with other banks (Table 3.3). The credit-deposit ratio of the 
old Imperial Bank reflected the greater conservatism in the past. In fact, it is 
also true that the State Bank of India’s great financial stability and enviable 
position in the money market enables it to be very selective in its choice of 
borrowers. It is also possible that since it is a state-owned bank, there has been a 
shift in policy in recent years to invest a considerable portion of its resources in 
Government securities even at the cost of prospective profits. 

The State Bank of India (being the only bank in the public sector before 
July 1969) along with the Reserve Bank of India is expected to follow monetary 
policy with greater sincerity, and they both ought to give greater assurance to 
the Government that their debt floatations will be adequately subscribed. 
However, the State Bank has also been following a policy of branch expansion 
in unremuncrative areas, and a credit-worthy clientele has not yet fully emerged 
in these new areas which naturally limits the span of credit creation. 

In recent years the credit ratio has gone up marking a distinct trend from the 
past inasmuch as some innovations have been effected in its operational pattern 
by way of response to the resource demands of the rural sector. The rising ratio 
also indicates its larger lending operations to meet the growing demands of both 
the public and private sectors in the Third and Fourth Plan periods. 



Significant Shifts in the Direction of Bank Credit 

The important changes that have taken place in the economy in the planned 
period arc reflected not only in the steady upward trend in bank credit, but also 
in the significant shifts that are noticeable in the direction of bank credit. A 
striking feature of the trends in commercial bank credit in recent years is the 
more or less steady rise in the proportion of advances to industr)- as against 
commerce. 

In the decade 1951-1961, the share of industry' in total scheduled bank ad¬ 
vances increased from 33.6 to 52.7 per cent while that of commerce and trade 
declined from 53.1 of the total in 1951 to 31.3 per cent in 1961 (Table 3.5). 
I he attraction of a greater volume of bank funds by industry and the relative 
decline of trade and commerce in this matter is an index of the industrial growth 
of the economy. 1 he concentration of investment in the industrial sector, in 
which the risk clement is less, is characteristic of the investment pattern in 
developing economies. Hence the fact that industr>' has been able to attract 
an increasing proportion of total bank advances may be taken as indicative 
of industrial development of the countr>'’s economy (Table 3.5 and 3.6). 

Between April 1961 and March 1965 the proportion of bank credit going to the 
industrial sector went up from 52.7 to 61.5 per cent while the share of commerce 
came down from 31.3 to 25,6 per cent. Bank advances to industry' improved by 
17 per cent to Rs. 1287 crores in 1965 over the year 1964. The other sectors have 
more or less retained their respective positions. Within the industrial sector, 
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TABLE 3.5. Distribution of Scheduled Bank Advances to 

Industry and Trade 1951-1965 

{Amounts in crores of rupees ) 



March 1951 {com 

March 1956 {com^ 

April 1961 (com¬ 




nwicement 

of the 

mencement 

of the 

mencement of the 

March ISGf) 


First Plan) 

Second Plan) 

Third Plan) 




Amount Percent¬ 


Percent^ 


Percent¬ 


Pacent- 


age of 


of 


age of 


age of 



total 

Amount 

total 

Amount 

' total 

Amount 

total 



bank 


bank 


bank 


bank 



credit 


aedit 


aedit 


credit 

Advances to Indusiry 196.1 

33.6 

278.5 

36.2 

687.8 

52.7 

1,287.3 

61.5 

of which to: 








(a) Cotton textiles 52.8 

9.0 

62.7 

8.1 

145.1 

11.1 

247.2 

11.8 

(b) Jute 

23.7 

4.1 

23.1 

3.0 

32.1 

2.5 

66.1 

3.2 

(c) Sugar 

34.4 

5.9 

48.8 

6.3 

100.8 

in 

99.8 

4.8 

(d) Iron & Steel 

6.5 

1.1 

7.7 

1.0 

33.9 

2.6 

39.5 

1.9 

(e) Engineering 

11.6 

2.0 

32.9 

4.3 

109.6 

8.4 

304.5 

14.5 

(f) Chemicals 

N.A. 

N.A. 

10.3 

1.3 

33.0 

2.5 

41.1 

2.0 

(g) Cement 

1.3 

0.2 

2.5 

0.3 

18.5 

i.4 

21.9 

1.0 

Advances to Trade and 








Commerce 

310.2 

53.2 

388.1 

50.4 

408.4 

31.3 

536.8 

25.6 

Total Bank Credit 

584.6 

100.0 

770.2 

100.0 

1.306.2 

100.0 

2,094.7 

100.0 

N.A.aNot available. 








Source: Reserve Bank of India Bulletin, April 1966, 

p. 348. 





TABLaE 3*6« AdvftiicM of Scheduled Banks sccordiog to Purpose 




1963, 

1964 and 1965 





(Second year, Third year and Fourth year of the Third Five Year Plan) 







(Amounts in crores oj rupees) 


March 31, 1963 

Match 31, 1964 

March 31, 1965 

J^'umber of 
Reporting Banks^ 

77 



75 



75 


Number of Amount 

Per¬ 

Number of Amount 

Per- 

J4umba of Amount 

Per- 


Accounts 

centage 

Accounts 


centage 

Accounts 

centage 

L Industry 

43,880 921.24 

57.2 

53,859 

1,104.40 

59.2 

48,328 

1,287.32 

61.5 

2. Commerce 

175,489 443.95 

27.6 

197,366 

486.83 

26.1 

174,124 

536.78 

25.6 

3. Financial 

18,225 84.08 

5.2 

16,365 

99.19 

5.3 

15,340 

94.23* 

4.5 

4. Agriculiurr 

50,194 4.09 

0.3 

120,870 

8.69 

0.4 

57,808 

3.95 

0.2 

5. Personal 

633,830 99.22 

6.1 

595,742 

101.77 

5.5 

728,206 

109.22 

5.2 

6. Professional 

46,996 12.46 

0.8 

17,919 

12.23 

0.7 

16,653 

13.19 

0.6 

7. All oUicrs 

58,227 45.66 

2.8 

51,408 

51.65 

2.8 

63,938 

50.05 

2.4 

8. TOTAL 1,028,841 1.610.70 

100.0 

1,053,529 

1,864.75 

100.0 1 

,126,397 2,094.74 

100.0 


• Adjusted to include *due from banks’ with a view to making the figures comparable with 
earlier yean. 

Source: TrmA and Progress of Banking in India, Rescr\’c Bank of India, l9Gr>, p. 12. 
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the engineering and cotton textile industries have secured the largest share of 
bank credit. The share of the former in the group total went up from 8.4 to 14.5 
per cent while that of the latter from 11.1 to 11.8 per cent during the period 

1961-1965 (Table 3.5). 

The results of the purposewise survey of scheduled banks’ advances as on 
March 31, 1966, at the end of the Third Plan, show that their advances at 
Rs 2347 crores were higher by Rs 252 crores as compared with the previous year 
(Tables 3.6 and 3.7). Of the rise of Rs 252 crores in total advances, as much as 
Rs 223 crores was on account of industry representing an incremental ratio 
of industrial advances of 88.5 per cent. In keeping with the growing pace 
of industrial development, this ratio rose from 65.6 per cent during 1962-63 
to 88.5 per cent in 1965-66 and for the Third Plan period as a whole works out 
to 79.0 per cent.® Table 3.7 shows in summary form the breakdown of advances 
on a sectonvise basis. It will be seen that industrial advances formed 64.3 per 
cent, over three fifths, of the total bank credit at the end of March 1966 compared 
with 61.5 per cent in 1965. Next to industry, commerce accounted for nearly 
one fourth of the total advances although its share at 24.4 per cent of the total 
advances was slightly smaller as compared to 25.6 per cent in 1965. 


TABLE 3.7. Sectorwise Glassification of Advances of 

Scheduled Banks* 


(Anwimt in crores of rupees) 


March 1966 (Endofthe Third Plan) 
Amount Percentage to total 

1. Industry 

I,.") 10 

64.3 

2. Commerce 

573 

24.4 

3. Financial Institutions 

77 

3.3 

4. Agriculture 

5 

0.2 

5. Personal 

108 

4.6 

G. Professional 

13 

0.6 

7. All others 

61 

2.6 


2,347 

100 


‘ Figures may not add up to the total due to rounding up of figures. 
Source: Reserve Bank of India fiaWrlm, January' 1967, p. 68. 


.\s in 1965, a substantial share (Rs 406 crores) went to the textile industry, 
accounting for over one fourth of Rs 1,510 crores—the total advances to industry. 
In the textile group itself, over two thirds (69.9 per cent) of the advances was 
accounted for by the cotton textile industry and at Rs 284 crores they were higher 
by Rs 37 crores over the previous year and accounted for over 12 per cent of the 
total bank credit (Table 3.8). Advances to the engineering industry showed a 
rise of Rs 71 crores in 1966 against a rise of Rs 65 crores in the previous year. 
At Rs 375 crores they formed about one fourth of the advances to industry and 

* Resen-e Bank of India BuHetin, January 1967, p. 68. 


THE RESERVE BANK OP INDIA AS THE REGlTlJ^TOR OP BANK CREDIT 75 


16 per cent of the total bank credit. This rise of Rs 71 crores was equally divided 
between the heavy and light engineering groups. A rise was also recorded in 
1966 in the advances to iron and steel (Rs 36 crores), sugar (Rs 23 crores), 
chemicals (Rs 7 crores), cement (Rs 6 crores) and paper and paper products 
(Rs 6 crores) over the year 1965. 

Thus, an interesting feature revealed is that the industries claiming a major 
share of bank credit (Table 3.8 marked with an asterisk) are closely associated 
with the industrial development programme of the Five Year Plans. Table 3.8 
speaks for itself and shows that all the industries which improved were accorded 
comparatively high priorities in the Second and Third Five Year Plans as com¬ 
pared to those which had slipped or barely maintained their relative positions. 
As for iron and steel and the engineering industry, it is to be noted that bank 
credit was necessitated by the expansion of the iron and steel industry in the 
private sector and the growing financial requirements of the trade in marketing 
the iron and steel produced by the public sector steel plants. 

The changing pattern of bank advances with regard to purpose is a facet of 
the shift in general emphasis of banking from commerce to industry, particularly 
the new industries, inthe context ofaccelerationofinvestment and diversification. 
An analysis of the changes in the distribution of bank credit among various 
sectors of the economy shows that the rising share of the industrial as against the 
commercial sector bears the impress of rapid industrial advance within the 
economy. The old traditional industries, like cotton textiles etc., and the new 
and fast growing basic industries like engineering, cement, chemicals, and iron 
and steel claimed a substantial share. A sharp turn in favour of the industrial 
sector took place from 1956, with a steep rise in investment in the Second Plan 
period. In short, the changing pattern of bank advances reflects the changing 
composition of economic activity in India, and the growing importance of indus¬ 
try in the national economy is reflected in the dominance of industrial advances 
in the total advances of scheduled banks. 

India being essentially an agricultural country, the importance of agriculture 
to national income needs no emphasis and the niggardly treatment meted out to 
it by banks should be deplored. It is unfortunate that agriculture (including 
cottage and small-scale sector) has not been able to attract a flow of bank funds. 
Commercial banking has failed to provide financial assistance to this sector. 
The attitude of commercial banks cannot, however, be attributed exclusively 
to their conservatism or adherence to traditional principles of banking. In fact, 
the development of banking and economic advancement is interdependent; 
they go together and help each other. In India, agriculture has failed to attract 
the attention of commercial banks because of the general backwardness of the 
economy, the low standard of literacy of the rural people, the absence of a prac¬ 
tice of keeping proper accounts, inadequacy of marketing and warehousing 
facilities, the absence of security, and the existence of a considerable element of 
risk in agriculture and agro-industries. The fact that commercial bank credit 
moves rather sluggishly into the agricultural sector may be due to a number of 
reasons such as the lack of an efficient organisation linking tlie borrower- 
lender, or the absence of a sufficient number of credit-worthy borrowers, or low 



TABLE 3.8* Industrywise Glassification of Advances of Scheduled Banks, 1964*1966 

(Last Three Years of the Third Plan) 
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average profit expectations with larger uncertainties of income etc. It may be 
possible to induce banks to move into this type of business to an increasing 
extent by offering to share higher costs or even losses. An all out effort should be 
made to remove the organisational deficiencies in these sectors." In a scheme of 
planned economic development tlie Reserve Bank of India should pay more 
attention and adopt adequate measures to direct the flow of bank credit into 
these important sectors of the economy. It is a happy augur)- that there has been 
a liberal change in the central banking credit policy in this direction since the 
nationalisation of the major commercial banks. One of the principal objectives 
of bank nationalisation is to direct bank credit to agriculture and tlie hitherto 
neglected segments of society (sec Chapter 13). 

VI 

Securitywise Composition of Credit 

Unsecured loans in India have not gained popularity because of tlie lack of 
credit information centres like Dun and Bradstreet, the Rovert Morris Associates 
etc. Centralisation of decision borrowed from the principles of British banking 
goes against the policy of the Personal Loan System which, however, should be 
made popular in India in order to introduce the diversified business elements 
in a developing economy. 

The increasing proportion of advances against nonagriculiural commodities 
(Table 3.9) testifies to the importance of new industries. Changes in the distri¬ 
bution of bank credit by the type of security arc governed, not only by basic 
economic trends, but also by the operation of selective credit controls which seek 
to regulate the flow of bank credit to various sectors. Commodities subject to 
almost continuous control were foodgrains and oilseeds. At one time or another, 
less stringent restrictions were imposed also on advances against raw cotton, 
sugar, textiles, shares, jute and clean advances. On the whole, agricultural 
goods have been subjected to a larger degree of restraint. 

Table 3.10 brings out the position of scheduled commercial lianks’ advances 
according to security for the years 1966 and 1967. 

It is thus evident from Table 3.10 that over four fifths of bank credit in India 
is on a secured basis, that is it is made against tangible security. Data on the 
composition of advances on the basis of security (Tables 3.9 and 3.10) reveal that 
the share of advances against agricultural commodities declined but tliat of 
advances against 'manufactures’ increased indicating India’s onward march 
towards industrialisation in the planning era. 

There arc differences between Indian banks and foreign banks in the distri¬ 
bution of their credit among broad sectoral groups. A far greater proportion 
of the total credit of the foreign banks was against plantation products, the 
absolute volume being as large as that of Indian banks. A large proportion of 
industrial credit was against jute, chemical and rubber products, almost equal 


* Sen, S. N., op. cit., pp. 289-90. 
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TABLE 3.9. Secoritywise Classification of Scheduled Banks Advances 

1957 and 1962 


(Amount in crores of rupees) 


^957 1962 Percentage 

-- increase 



Amount 

Percentage to 
total advances 

Amount 

Percentage to 
lotal advances 

1962 over 
1957 

Security for Advatues 

.\gricuJtural 

1G6 

19 

251 

18 

51 

Nonagriculiural 

529 

62 

970 

68 

83 

(a) Manufactures and 

minerals 

270 

32 

540 

38 

100 

(b) As.sets of industrial 

Concerns* 

33 

4 

76 

5 

130 

Total secured advances 

695 

81 

1,221 

86 

76 

Unsecured advances 

162 

19 

199 

14 

23 

Total Advances 

857 

100 

1,420 

100 

66 


'Other than real estate and financial assets. 

Source: Crick, V., Ed., Commonwealth BarUcing Systems, Clarendon Press, Oxford, 1965, p. 209. 


TABLE 3.10. Classification of Scheduled Conunercial Banks 
Advances According to Security* 1966*1967 

(In crores of rupees) 
Outstanding as on the last Friday of 


{pril 1966 


AprU 1967 


Seasonal Advances 

(Paddy and Rice, Wheat, Other Foodgraiiis, Sugar and Gur, 
Groundnuts, Cotton and Kapas, Raw Jute, Tea and others) 
Nonseasonal Ad%'anccs 

(a) Manufactures and Minerals (Cotton Textiles, Jute Tc.x* 
tiles, Iron & Steel and Engineering Products and others) 

(b) Others (Shares and Debentures ofjoint Stock Companies, 
Government and other Trustee securities, Gold & Silver 
Bullion & ornaments and Assets of Industrial concerns) 

Total Secured Advances 
'lotal Unsecured Advances 


513.79 

1,498.25 


480.82 

1,851.11 


2,012.04 

318.18 


2,331.93 

337.40 


Sources: Report on Cmrauy and Finance. Reserve Bank of India. 1966-67, Statement 29, p. S50-51. 

again in absolute volume as tlial of Indian banks, and a larger proportion was 

against iron and steel and other metal products, this being much lower absolutely 

than that of Indian banks. Indian banks almost had a monopoly of advances 

against sugar and a very considerable proportion of the total advances against 

cotton textiles, real estate, gold and silver, fixed deposits and Government 
securities.** 

From tlie preceding discussion, it is obvious that the greater interest of foreign 


* Rosen. George, op. cit., p. 28. 
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banks lies in financing those industries in which foreign investment is high, such 
as plantation products and jute. They have exhibited less interest in the finan¬ 
cing of newer Indian owned industries and in penonal advances. They 
play an important part in the financing of imports likeiron andsteeland chemical 
products mainly because of their connections with the importing countries and 
partly because of their tradition and experience.® 


vn 


Inventory Sales Ratio and Bank Borrowing Inventory Ratio 

Cash credits form about 80 per cent of the total bank credit in India.'® In an 
era of planned economic development, it is curious to note that the methods 
and procedures of bank lending in India are still based on the earlier naive 

version of the real bills doctrine. The ‘self-liquidating assets’ concept suited the 

times in which it arose but the traditional attitude of the British bankers has 

changed in several aspects now. The nature of the security is not regarded as 

determining the nature of the advance. Professor R. S. Sayers" sums up the 

position of the present day British banker as one in whicli the banker 

will lend the required sum; and will take wlial collateral security the client 

can conveniently offer without worrying greatly about the relations between 

the sum to be borrowed and the market value of the collateral. He concludes: 

» 

in general we may say that rising security values will not automatically make 
bank loans much easier to obtain than they were before, and that falling 
security values will not make bank loans much less available than before. 

In the changing situation, the structure of the economy is transforming in 
favour of nonseasonal industry. Bank lending operations, too, need be channelis¬ 
ed towards industrial purposes in the altered perspective. 

The cash credit system in India is based on the theory that security measures 
the need for credit, and it has a preference for ineflicient units. The efliciency 
of a manufacturer is judged by his low inventory-sales ratio. In the system where 
inventories determine the credit needs, the progressive industries which have a 
low inventory-sales ratio would get little financing facilities." The impressive 
rise in bank credit to engineering industries (Tables 3.5 and 3.8) docs not con¬ 
tradict this hypothesis. The rise in bank credit to this group of industry is, rather, 
an indication that this industry is of a rudimentary type and its stock of scarce 
i^w materials, particularly iron and steel, is large.** 

Security, in fact, does not measure the need for credit nor even the capacity 

* Ibid., p, 29. 

‘‘Auburn, H. W., Ed., Cemparatm Banking, Waierlow & Sons Ltd., Third Edn., England, 
1966, p. 81. 

“Sayers, R, S., Modem Banking, Oxford University Press, 1954, pp 304-6. 

** I^iihnamiinhy, K. and Sastry, *‘Oank Loans, Short-term Rate of Interest and Manufac¬ 
turers, Inventories in India, 1950-1962,’* The Indian Economic Review, Vol. I (New Scries), 
No. 2, October 1966, pp. 42-55, Institute of Economic Growth, Delhi, p. 12. 

*• Report of the Board of Directors of the Industrial Development Bank of India, 1964-65, 
p. 20. 
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of industrial borrowers to repay. In the present circumstances bank credit must 
be prevented from being used for speculative purposes or for accumulating 
unnecessarily large inventories. New methods and procedures of bank lending 
based on discretion and rational standards, getting away from the systems based 
on the rules of the real bills doctrine, must be devised and the need is really 
urgent. With the economic and technical progress, as also the improvement 
of the techniques of economic management and credit investigation methods, 
the importance of security should decline. Credit should be extended more 
on the basis of creditworthiness of the borrowers than on bankable assets. 
Dr Hester argues that centralisation of decision making and inadequate credit 
investigation by Indian banks is the effect of the reliance on security. Credit 
investigation by Indian banks must be comprehensive and refined as in tlie 
American countries.'* Inventories constitute the main item of current assets 
generally financed by banks. In recent years the private sector appears to 
have accumulated inventories in excess of its turnover planning. An analysis of 
the balance sheets of about 300 companies for 1974-75 suggests a higher piling 
up of inventories in relation to the annual turnover.'® This means a larger flow 
of bank credit to the private sector during 1974-75, for in the absence of any 
sectorwise data on bank credit, the rise or fall in the inventory-sales ratio 
provides the clue of a possible increase or decrease in bank credit. Inventory, 
in a broad sense, could be defined as an idle resource of an enterprise. Efficient 
operation calls for a system of inventory control that will maintain the stocks at as 
minimum a safe level as possible. Introduction of a proper inventory control 
system ensures availability of materials and provides adequate protection against 
uncertainties of supplies. The inventory-sales ratio is, theoretically, the number 
of times the stock is sold and replaced during the accounting period. This ratio 
shows the frequency with which stocks move through the business during any 
year. Generally a ratio of 1 : 4 is considered good for a manufacturing sector. 

Tlie trend in bank credit as reflected in the inventory-sales ratio suggests that 
cotton and other textiles, sugar, plantations, cement, paper and paper products 
had to keep a buffer inventory during 1974-75 necessitating heavy bank credit. 
In the case of four out of the eleven industries for which data are presented in 
Table 3.11, the inventor^' sales ratio in 1974-75 was more than the average of 
33.8 per cent and in the case of nine industries the ratio was substantially higher 
when compared to the generally accepted norm of 1:4. 

A comparative picture of total bank credit as a percentage of inventory for 
selected industries is given in Table 3.12. It is evident from this table that there 
was a continuous fall in the ratio of bank borrowings to inventories from 64.2 
per cent in 1969-70 to 49.9 percent in 1974-75 for all industries. Almost all 
industrial groups have also depicted the same falling trend in this ratio. 

There is vast scope to curtail excess inventory. On the basis of the accepted 
norm of 25 per cent a minimum of Rs 244 crores per annum could have been 
saved in the case of public limited companies alone. Further the interest burden 

“ Hester, D. D., Indian Banin—Their Portfolios, Profits and Poli^, University of Bombay, 1964, 

p. 28. 

Economic July 19, 1975. 
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of the bank credit at a rate of 12 per cent could also have been saved to improve 
efficiency and profitability. 


TABLE 3.11. Indnstrywise Inventory-Sales Ratio, 1969-70-1974-75 


Industry 

1969-70 

1970-71 

1971-72 

1972-73 

1973-74 

1974-75 


a 

b 

a 

b 

a 

b 

a 

b 

a 

b 

a 

b 

Cement 

Chemicals and Pharma¬ 

6.7 

29.1 

7.1 

32.0 

7.7 

32.9 

7.8 

34.8 

9.3 

38.9 

7.9 

34.9 

ceuticals 

13.1 

28.2 

12.5 

29.1 

12.3 

28.9 

11.4 

28.3 

5.7 

27.7 

11.2 

28.1 

Cotton Textiles 

15.9 

30.2 

16.9 

30.4 

18.1 

31.6 

14.9 

30.2 

15.6 

33.9 

18.9 

36.0 

engineering 

16.4 

40.4 

15.9 

39.5 

16.2 

40.2 

16.1 

39.4 

14.6 

38.9 

17.1 

24.7 

Jute Textiles 

11.8 

28.2 

14.2 

32.6 

12.5 

28.2 

12.0 

25.6 

12.7 

27.1 

10.5 

28.8 

Other Textiles 

II.6 

25.8 

10.1 

23.5 

10.2 

25.5 

10.7 

24.6 

9.7 

25.1 

14.7 

32.3 

“aper and Paper products 

4.9 

29.7 

4.5 

29.1 

12.6 

30.1 

4.7 

32.7 

4.4 

32.5 

5.2 

32.4 

i a 

Plantations 

23.5 

29.8 

26.9 

32.6 

23.9 

29.6 

22.2 

29.2 

23.6 

30.7 

23.3 

36.3 

Rubber Goods 

8.6 

24.8 

7.8 

25.7 

8.8 

26.4 

8.0 

26.5 

8.4 

26.3 

8.8 

25.5 

Sugar 

47.6 

56.9 

66.0 

76.7 

48.4 

57.8 

24.8 

33.6 

26.4 

35.3 

30.5 

39.5 

Others 

17.5 

21.9 

16.1 

20.8 

19.7 

22.1 

16.7 

21.7 

17.8 

22.8 

12.5 

29.0 

Total for all public Umt- 

ted companies 

15.5 

31.5 

15.5 

32.0 

15.6 

32.5 

13.8 

30.9 

13.0 

32.2 

15.4 

33.8 


(a) Finiahcd goods as percentage of sales. 
Source: The Eeonmie Times, }\i\y 19, 1975. 


{b) Inventory as percentage of sales. 


TABLE 3.12. Indostrywise Bank Borrowings-Invcntory Ratio, 1969-70-1974-75 


ted companies 


64.2 


61.1 


58.8 


54.0 


Indiulry 

1969-70 

1970-71 

1971-72 

1972-73 

1973-74 

1974-75 

Cement 

57.2 

47.4 

44.4 

39.8 

30.0 

31 6 

Chemicals and Pharma* 







ceuticals 

63.5 

61.8 

57.0 

50.1 

50.0 

52 8 

Cotton Textiles 

74.3 

71.9 

69.7 

60.5 

40.4 

40.4 

Engineering 

66.0 

62.4 

57.7 

56.3 

60.9 

53 2 

Jute Textiles 

81.2 

79.5 

68.8 

67.2 

69.3 

59 6 

Other Textiles 

53.6 

52.0 

44.7 

27.4 

65.0 

54 2 

Paper & Paper Products 

77.0 

57.3 

51.8 

56.6 

68.6 

51 0 

Plantations 

42.0 

49.9 

61.0 

64.4 

64.0 

45 8 

Rubber Goods 

43.4 

45.6 

48.6 

31.0 

47.4 

43.9 

Sugar 

67.8 

74.4 

69.4 

53.0 

68.5 

66.9 

Others 

48.1 

61.2 

5J.5 

48.9 

51.0 

50.7 

Total for all public timi- 


53.0 


49.9 


Source: As in Table 3.11 


vm 


Regional DUparides 

Crude evidence is available which proves that big business complexes have a 
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complete hold on the commercial banks of the country in the matter of getting 
credit. The Mahalanobis Committee rightly pointed out that the criterion of 
security to measure the creditworthiness of the borrower tends to support the 
large and established enterprise against the small and struggling entrepreneur, 
and thus helps increase the degree of industrial concentration in the private 
sector of the economy. This is not healthy for an orderly growth of economy. 
At present, bank credit and credit granted by the privately managed Non¬ 
banking Financial Intermediaries do not form an integral part of the plan and 
are left to the considerations of profitability. Bank credit under these circum¬ 
stances goes largely to the big borrowers, especially in a policy of credit squeeze, 
on considerations of profitability, stability, and safety. Small-scale industries 
have been assigned a distinct role in the programme of economic development 
in the Five Year Plans. It would, therefore, be wrong to term Indian monetary 
policy as realistic and positive if adequate bank finance is not made available 
to this vital sector. It is, indeed, significant that the philosophy of social control 
and bank nationalisation contemplates purposive direction of bank credit to this 
priority sector. 

The fact that about two-thirds of the total scheduled bank credit is accounted 
for by 650 accounts has brought to the fore the question of rational allocation 
of available financial resources of the banking system.^® Dr Hazari in a Report^’ 
to the Planning Commission concludes that four big business houses account for 
over a fifth of the total industrial investment authorised between 1959 and 1966. 
Of these four, Birlas took the lion’s share—almost twice as much as the other 
three put together. He argues that top business houses with larger resources 
should reduce tl\eir demands on the public’s savings so that more funds can be 
earmarked for the smaller groups of industrial houses and new entrepreneurship. 
Large firms with large current assets are regarded as deserving of more bank 
credit. The single criterion of security to measure the credit needs, as well as 
repaying capacity, tends to make credit particularly susceptible to this danger. 
The system which estimates credit requirements on the basis of the specific use 
to which it will be put, is likely to lead to a wider and more rational allocation 
of bank credit in a growth-oriented economy. 

One of the causes of the present-day dissatisfaction and tension is due to the 
uneven spread of the development process. Not all sections of the community 
and not all parts of the country have a sense of participation in the process of 
development. The concentration of bank credit in a few major States is the anti¬ 
thesis of liie national development policy and goes against the philosophy of 
decentralised industrial development. A study of this concentration of credit 
brings out the intricacies of the working of a nuxed economy subjected to demo¬ 
cratic planned economic growth. It is needless to point out that the inter-regional 
disparities in the distribution of credit go counter to the premises of balanced 
economic growth. Complaints that the western States like Maharashtra and 

Stale Bank of India Monthly Rtuiew, September 1966, Volume V, Number 9. 

” Hazari, R. K., Report on Planning and Industrial Licensing, submitted to the P lanning 
Commission in September 1967 (vide the Statesman, Calcutta, Saturday, September 16, 
1967). 
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Gujarat have occupied a privileged position in the matter of bank credit at the 
hands of the public sector banks as against the eastern States like West Bengal, 
Assam etc., although deposit mobilisation has progressed at a much faster rate 
in the latter States, should be seriously looked into as they go against social justice 
and balanced regional growth. 


IX 


Recent Credit Trends and Inflationary Price Situation 

The Reserve Bank of India has been under pressure from two opposite direc¬ 
tions. On the one hand there is an inflationary price situation, an unusual rate 
of increase in money supply, a high level of deficit financing, and on the other, 
the business community has found it increasingly difficult to meet their credit 
needs even for bonajide purposes from their own bankers because commercial 
banks themselves have come under severe pressure in regard to their resources. 
Even the demand for credit for productive purposes could not be met. 

At the beginning of the busy season in 1973-74 the cash ratio of banks was 
raised from 3 to 7 per cent and the statutory liquidity ratio (SLR) of holding 
Government securities increased from 30 to 32 per cent. The major consequence 
of this policy was that deposits got impounded to the extent of about ^ 500 
crores. The individual banks’ liquidity position got out of gear and added to the 
dislocation in banking. 

The credit policy announced for the slack season, May-Ociober 1974, stipulat¬ 
ed the NLR as 38 per cent (33-i-5 per cent) instead of 39 per cent (32+7 per 
cent) in the busy season. How can a bank maintain liquidity of 38 per cent and 
yet expect to meet the real needs of industry for credit in adequate measure? 
The coming years indicate an expansion in production requiring a larger volume 
of credit. It is suggested that the liquidity requirements of banks be gradually 
brought down to 30 per cent (25 + 5 per cent) over the next two to three years 
to release banking resources for business needs. 

The present cash reserve ratio of 4 per cent appears to be reasonable, but 
the present requirement of 33 per cent for Government securities appears to be 
on the high side and will act as a constraint on banking resources for productive 
use. As the economy picks up, liquidity requirements need gradual relaxation. 
The banking sector will be able to meet adequately the Government’s need for 
resources through public borrowing. In an armual addition of Rs 1,500 crores 
even at the ratio of 25 per cent the Government can depend on banks for nearly 
Rs 400 crores. 

Ultimately, inflation can only be contained by increased production. Infla¬ 
tion in India is the result of economic stagnation. The solution lies in increasing 
production of quality consumer goods at a cheaper cost. The success of an 
increasing production policy depends on a larger availability of credit and capi- 
ul. Credit policy has, therefore, necessarily to be based on expansion of credit. 
It is reiterated that a policy of credit restraint by itself will not bring down 
prices. There is an excessive concern in regard to expansion of bank credit and 
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there is inadequate appreciation of the credit needs for production and exports. 
Closer consultation between industry, banks, economists and the Government 
than exists at present is desirable. An official review of the credit policy every 
quarter, rather than twice a year, and an appropriate credit policy in the light of 
this quarterly revision is necessary. So long as it can not be established that 
there has been any speculative inventory buildup in any sector of industry, any 
large increase in bank credit need not cause the kind of alarm it has caused in 
the past. It is perhaps not proper to say that by an even more stringent credit 
policy and high interest rate policy we could have hoped to succeed in reversing 
the price situation. 

It is a welcome sign that the Reserve Bank of India has decided to reduce the 
present minimum statutory balance from 5 to 4 per cent on demand and time 
liabilities. The sum thus released, about Rs 120 crores, will be used by the banks 
for meeting the credit needs of the busy season in 1974-75 in accordance with the 
priorities. 

Table 3.13 brings out the data on sectoral deployment of gross bank credit 
available in respect of the 54 banks which account for a little over 97 per cent 
of the total bank credit for the system as a whole. It shows an increase of only 12 
per cent in June 1975 as against 28 per cent in the corresponding period of the 
previous year. 

In regulating commercial bank credit expansion the Reserve Bank has, in 
the last two years, operated a wide variety of monetary weapons. The most 
important element of policy is to regulate the resources of banks available for 
lending and to restrict the refinances and rediscount assistance available from the 
Reserve Bank. As a matter of normal practice, commercial banks can lend only 
what is available to them after meeting the two minimum statutory require¬ 
ments: the statutory cash reserve requirement and the statutory liquidity reserve 
requirement. According to the Reserve Bank of India Act, banks are obliged 
to keep a minimum of 4 per cent of their demand and time liabilities in cash 
with the Reserve Bank which is statutorily empowered to increase this minimimi 
requirement to 15 per cent. 

During 1973-74, the Reserve Bank fixed thb ratio at as high a level as 7 per 
cent. Since December 1974, this ratio stands at 4 per cent. In addition to the 
cash reserve ratio, banks are also required to maintain a minimum ratio of 25 
per cent of their demand and time liabilities in specified approved assets, mostly 
Government and semi-Government securities. This ratio can also be varied and 
at present it has been fixed at 33 per cent. 

Thus, for every Rs 100 which banks raise by way of deposit resources, they are 
obliged to keep Rs 37 with the Reserve Bank, in the form of statutory cash deposit 
(Rs 4) and in the form of approved investments (Rs 33). Thus, what is available 
to them for the purpose of expanding credit will be only Rs 63 out of every Rs 100 
of deposits; and tliis amount can also be varied from time to time by the Reserve 
Bank by varying the cash and liquidity reserve requirements. 

Tills is not to say that bank lending cannot be in excess of Rs 63. They can do 
so with the assistance of the Reserve Bank, provided the Reserve Bank is willing 
to give refinance and rediscount accommodation. While providing assistance to 
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the scheduled commercial banking sector, the Reserve Bank has to keep in mind 
the primary consideration that its assistance is really made out of created money. 
In other words, Reserve Bank assistance will have the same effect as deficit 
financing. Hence in the last few years, the Reserve Bank has been pursuing an 
extremely cautious policy with reference to its lending. At present, the bank 
rate is 9 per cent and the refinance facilities made available by the Reserve Bank 
carry a rate of interest ranging between 9 and 18 per cent. Similarly, the rate of 
discount on bill rediscount accommodation varies from 9 to 15 per cent. 


TABLE 3.13. Sectoral Deployment of Gross Bank Credit 

1973-74 and 1974-75 
(including bills rediscounted with RBI) 

(54 Banks which account for 97.2 per cent of Bank Credit) 

{In crores of rupea) 

Bu^ Season 1973-74 Bury Season 1974-75 



Public 

Sector 

Private 

Sector 

Total 

Public 

Sector 

Private 

Secl^ 

Total 


1 

2 

3 

4 

5 

6 

1. Public Food Procuremeni 

Credit 

-1-187 

(48.6) 

• 

+ 187 
(13.5) 

+305 

(68.5) 


+305 

(30.3) 

2. Priority Secton 

(including Export Credit) 

+ 11 

+201 

+212 

+6 

+ 184 

+ 190 

Of which 

(2.8) 

(20.1) 

(15.8) 

(1.4) 

(32.7) 

(18.9) 

a) Small Scale Industries 

+4 

+ 152 

+ 156 

+2 

+75 

+77 


(10) 

(15.2) 

(11.8) 

(0.4) 

(13.3) 

(7.6) 

b) Agriculture 

+7 

+24 

+31 

+6 

+75 

+81 


(1.8) 

(2.4) 

(2.2) 

(1.2) 

(13.3) 

(8.0) 

3. All other Sectors* 

(Including Export Credit) 

+ 187 

+798 

+985 

+ 134 

+378 

+ 512 


(48.6) 

(79.9) 

(71.2) 

(30.1) 

(67.3) 

(50.8) 

4. Non-food Credit (2+3) 

+ 198 

+999 

+ 1.197 

+ 140 

+562 

+702 


(51.4) 

(100.0) 

(86.5) 

(31.5) 

(100.0) 

(69.7) 

5. Of item ♦—Export Credit 

+41 

(10.6) 

+ 178 
(17.8) 

+219 

(15.8) 

+9 

(2.0) 

-7 

+2 

(0.2) 

6. Total Gross Credit (1 +4) 

+385 

+999 

+ 1,384 

+445 

+562 

+ 1,007 


(100.0) 

(100.0) 

(100.0) 

(100.0) 

(100.0) 

(100.0) 


* Includes large and medium industries and wholesale trade. 
Note: Figures in brackets are proportions to Gross Bank Credit. 

Source; Busituts Standard, ]\ily 19, 1975. 


Apart from restricting the lendable resources of banks the Reserve Bank has 
pursued a positive interest rale policy in order to restrain the demand for bank 
credit by prescribing a minimum lending rate of 12.5 per cent except for some 
exempted categories. In addition, the Government has imposed a 7 per cent 
tax on interest income on advances. Both taken together result in an effective 
minimum lending rale of 13.5 per cent. Bank deposit rates have also been stepped 
up, the maximum rate on deposits for a period beyond 5 years being 10 per 
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cent. Reflecting these considerations, the bulk of bank lending takes place in 
the range of 15-18 per cent. 



Observations 

Firstly, the ratio of bank credit to deposit reached record levels during the 
Plan period exceeding greatly the accepted limits of sound banking. During the 
First Plan period the average ratio of bank credit to total deposits was 61.0 
per cent. During the Second Plan period the average ratio was 69.6 per cent. 
Thus, even though the scheduled banks were over-loaned during the First Plan 
period, they were much more so during the Second Plan period. During the 
Third Plan period, the credit-deposit ratio was 77.6 and in 1970-71 it was well 
above 78.8 per cent.^* Did the Reserve Bank do nothing to check it? How is 
this to be explained? It seems that the Reserve Bank of India was caught in a 
dilemma. It had to choose between a conventional principle of sound banking, 
which would have limited the expansion of bank credit, and its monetary-credit 
policy which was to be kept deliberately liberal so as to enable the private sector 
to fulfil the investment and production targets of the Five Year Plans. A more 
conventional banking policy might have been more stabilising but would have 
limited the growth of private industrial sectors. 

Secondly, the Reserve Bank’s policy was expansionary for a certain class of 
borrowers and restrictive for others. Considering the ambivalent orientation of 
the Reserve Bank of India in expanding and restricting credit at the same time 
the effect on the allocation of credit was, by and large, satisfactory. 

Thirdly, tlie Reser\'e Bank can at best, directly or indirectly, vary the growth- 
rate of the distribution of bank credit of scheduled banks, but there exist alter¬ 
native sources of finance which are not controlled by it and can counteract the 
efforts of the monetary authorities. Changes in the lending preferences of bankers 
were partly induced by the credit policy of the Reserve Bank and partly caused 
by market forces. Whatever the reasons the Reserve Bank achieved fair success 
in respect to its principal goals of increasing the availability of credit at higher 
cost thereby enforcing credit rationing by banks, and in changing the allocation 
of credit in favour of the industrial sector. This is proved by the decline in the 
proportion of bank credit going into the trading and financial sectors. The 
increase in the share of the industrial sector and, even more so, in that of the 
newly developing industries is remarkable. The Reserve Bank of India can take 
the credit for substantially increasing the volume of credit but, at the same time, 
it was not entirely successful in preventing its misuse. 

The policy of the Reserve Bank has not affected bank credit to industry ad¬ 
versely. In fact, industry has had the lion’s share of bank credit. In 1951 
industrial credit accounted for about one third of the total bank advances; the 
position now is that a little under two thirds of the total scheduled banks’ credit 


'* On March 28, 1975, tlie credit-deposit ratio has come down to 72.42. 
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goes to industry. The incremental ratio of industrial advances to total scheduled 
bank credit has risen in the Third Plan period to 79 per cent. Indeed bank credit 
is being used by industry not merely for the traditional purpose of working capi¬ 
tal but to some extent as a substitute for long-term funds which it used to obtain 
through the capital market. 

Has the policy of the Reserve Bank of India achieved success in altering the 
composition of bank credit in accordance with the priority sectors? Recent bank 
credit data show that the scheduled banks are not unmindful of the priority 
sector. But the creation of the National Credit Council by the Government of 
India with the Governor of the Reserve Bank as its vice chairman attests the 
fact that the Reserve Bank has not been successful firstly in achieving the ulti¬ 
mate objective of channelising scarce capital to priority and other desired sectors 
of society; secondly, in assessing the demand for bank credit from the various 
sectors of the economy; and thirdly, in coordinating lending and investment 
policies between commercial and cooperative banks and specialised agencies to 
ensure the optimum and effiicent use of the overall resources. 

There have been complaints that several important sectors in the economy 
such as agriculture, small-scale industry and exports have not received their 
due share, even after nationalisation of the major banks. The problem has 
assumed added significance with the prospective increase in demand for credit 
both in range and depth, at a time when the deposit resources accruing to the 
banks have not been able to keep pace. To align the functioning of the banking 
and credit system of the country to the objectives and requirements of national 
economic development more closely, it is necessary to have a periodical assess¬ 
ment of the demand for bank credit and determination of priorities for lending 
and investment among various sectors of the economy. 

The most basic and sensitive problem of credit is to arrive at an accurate 
estimate of the credit needs of the various sectors of the economy and of the 
various units within each sector, not on the basis of any ideological considerations 
or prejudices, but strictly on economic reasoning, needs and priorities. It has 
become too commonplace to talk in terms of priorities for agriculture and small- 
scale industries and of a denial of credit to big industries or those which are asso¬ 
ciated with the directors of banks. But the assumption is perhaps wrong tliat big 
industries, directors’ concerns, trading activities or other credit needs not covered 
by the fashionable priorities can be ignored. These impromptu decisions carry 
with them the risk of a serious strangulation of genuine and legitimate economic 
activity on account of a shortage of credit. In view of this situation, the credit 
cell of the Reserve Bank of India can succeed only if it isolates the economic 
considerations from ideological preferences and bases its recommendations on the 
actual credit needs of the economy. The Reserve Bank has not been successful 
so far in routing credit to the priority sectors of the national economy. Also, the 
members of the erstwhile National Credit Council representing separate sectors 
have not risen above their respective interests to take an overall view of the credit 
needs of the economy. 

One of the perpetual problems of credit policy is the prejudice of the authori¬ 
ties against the so called clean loans. The Reserve Bank has so far failed to dis- 
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tinguish between the security and safety aspect of unsecured loans and the credit 
control or regulation aspect of these loans. Confusion between the clean and un¬ 
secured loans is at the root of many complicated problems of credit policy. The 
present attitude of banks in financing projects of new entrants in the industrial 
field is one of great caution. So a new' entrepreneur who is without solid security 

buthas integrity andplenty of grithasalmostnochanceof getting creditfromban^. 

The considerations of security ought not to affect what are inherently genuine 
and legitimate loans. Another similar, but even more difficult, problem is to 
determine how far bank credit is responsible for inflationary or speculative 
spirals, and how far the credit restrictions of the past few years were directly or 
indirectly responsible for the recessionary tendencies in certain segments durmg 
1966 and 1967 and 'stagflation’ in 1974 and 1975. Reflationary credit policy 
will ultimately depend upon a basic decision on this fundamental issue. Again, 
while an equitable and purposeful distribution of credit is the immediate problem 
before the Reserve Bank, the need for mobilising more resources for the organised 
banking system is no less important. The general view regarding credit alloca¬ 
tion is that filling in credit gaps in some sectors should not lead to credit gaps 
clsew'here. The scope of readjustment is limited because the safety of a loan is a 
major consideration for a banker. It is difficult to modify this emphasis and still 

be consistent with prudent banking. 

Extravagant claims cannot be sustained in favour of a restraining effect on 
the level of prices through the policy of regulating the cost and availability of 
bank credit. The correlation between price trends and control of bank credit, 
as observed in developing countries, is not strong enough to warrant an implicit 
faith in the ability of overall credit control to correct a rising price situation. 
The factors affecting the price situation in these economies are indeed complex. 
They are structural in character and uncertain in the timing and incidence of 
their impact. A policy of credit restraint is aimed at reducing the pressures 
arising from the demand side rather than from that of supply. It can narrow the 
gap between aggregate demand and supplies to some extent but, clearly, it can¬ 
not be expected to restore price equilibrium when the underlying factors have 
their roots in the supply side or in fiscal deficits operating on demand. 

In the ultimate analysis, it is not money but real resources that determine the 
rate of growth. The rate of monetary expansion that could be allowed has, 
therefore, to be determined with reference to the availability of real goods and 
services. Indeed, Professor Chandler, a celebrated authority on central banking, 
while speaking on the limitations of monetary-credit policies, observes that 
“if the growth of real output could be purchased by money alone, the central 
bank could easily solve the problem and solve it in a hurry 

Central banking policies can play no more than a modest role in promoting 
economic development. Real output or real income can be produced only with 
real resources, and real output can be increased only as real resources are 
increased, mobilised and utilised with greater efiiciency.*® 

“ Reserve Bank of India Bulletin, December, 1966. 

Abo Chandler, loc, cit., pp. 2-3. 
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In the present inflationary conditions, the monetary-credit policy must 
attempt to obtain the maximum amount of development finance through the 
mobilisation of the savings of the community. It must also be the concern of the 
monetary authorities to ensure that the expansion of monetary resources that 
takes places is utilised to the best possible advantage of the community. The 
priorities accepted in the Plans and also in the philosophy of social control and 
bank nationalisation have to be reflected in the functioning of the credit 
machanism. In other words, the objective is not to deny the credit requirements of 
the productive sectors of the economy but to ensure that the resources are found 
from genuine savings as far as possible and that credit is used in the most efficient 
manner. To achieve this the monetary-credit policy has to be used in such a 
way that it brings about conditions in which funds required for the growth of 
the economy are available to the various sectors in the right magnitude and 
composition at the right time. The corollary of this is that the volume of inessen¬ 
tial investment should be restrained. It is in this way that the productivity of 
investment in general will be increased. The rate of interest plays an important 
part in securing this objective. If productive enterprises are cost conscious 
they are bound to take notice of the interest-cost and organise their produc¬ 
tion in such a manner as to maximise the return from borrowed capital. An 
appropriate interest rate structure brings the cost of capital into closer align¬ 
ment with its scarcity value in the economy and in this manner induces a more 
efficient allocation of productive resources. This is certainly an objective well- 
worth pursuing. 

The main component of the monetary policy administered by the Reserve 
Bank is credit which, broadly, is the indebtedness of the Government, commer¬ 
cial institutions and individuals to the banking system including for this purpose 
the Reserve Bank, the commercial banks, and the financial institutions. There 
is close interrelationship of credit with the total gamut of economic policy. 

The view that now seems to be gaining ground is that economic growth in 
India calls for greater emphasis on agricultural production and mass consump¬ 
tion goods or wage goods. Attention will continue to be paid to power and 
transport equipment, iron and steel, cement, fertilisers, etc., for the purpose of 
achieving an increase in agricultural production or wage goods output. 
The strategy of according high priority to agriculture also subserves India’s 
social philosophy of distributive justice, as income is distributed over a 
larger section of the population. The current rise in the price level, by leaps and 
bounds, steins basically from a shortage of wage goods production and distribu¬ 
tion. The need for laying proper emphasis on the development of the infra¬ 
structure and inputs of wage goods and agriculture is thus urgent and axiomatic. 
This, then, is the basic framework of economic policy conditioning credit 
deployment. Increased supply of credit for the development of the infrastructure 
and inputs needed in wage goods industry, agriculture and for exports also are 
the broad parameters of credit policy. The operational constraints that liave 
stood in the way of a free flow of credit to such sectors as agriculture, have to be 
met by bankers with a new sense of purpose in making their contribution to 
economic development. The traditional assumptions governing the attitudes 
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of credit users relating to the inevitability of large carry-over of inventories by 
industry, need to be reviewed. Similarly, the bankers’ view that only incremental 
credit can go to the priority sectors and that redeployment of some of the 
existing credit is not possible, needs examination. Whatever the difficulties, 
the banks should move towards the new information system envisaged in the 
guidelines for following up bank credit as it was geared to dovetail the credit 
deployment with production requirements and ensuring end-use of funds. The 
new information system sought to be established was intended to assist in im¬ 
proving the quality of supervision and to know whether the borrower was 
responsive to the required discipline. Intrinsically, forms introduced in the 
guidelines for the follow up of bank credit represent an information system and 
should be looked at primarily from that angle.The objective was to ascertain 
how much credit was required vis-a-vis production requirements and to ensure 
the end-use of funds. 

To conclude, bank credit is within the direct sphere of influence of the central 
lianker who may, however, encounter difficulties and resistance.** For effective 
control of bank-credit he must be endowed with adequate statutory powers and 
resources. All the commercial banks should be brought within the purview of 
the central banker and have direct customer relations with him. They must 
regularly supply the central banker with the requisite statistical and descriptive 
data concerning their operations and must cooperate whole-heartedly and 
intelligently with him in carrying out the credit policy. It is also necessary that 
whenever credit control devices by the monetary authorities prove inadequate 
to attain the desired objective, they should be advantageously supplemented by 
appropriate fiscal policy or other action of the Government. 

The precise manner in which credit policy is put into effect depends on the 
particular needs of the situation such as the degree of imbalance present in the 
overall supply-demand situation as reflected in the current price trends, the 
outlook for agricultural and industrial production, the balance of payments 
position, the special problems of particular sectors and so on. For the purpose 
of formulating the correct credit control policy, the central banker should be 
able to ascertain definitely the extent to which bank credit alone is responsible 
for a given situation as compared with the operation of nonmonetary factors 
and should also aim at being able to determine the particular stage of the 
business cycle “with a view to deciding not only when to act but what to do and 
how far to go”.** 


*• Seminar of Study Group to Frame Guidelines for follow up of Bank credit vide Reserve 
Bank of India Bulletin, October 1974 and May 1975, pp. 359-361. 

** For an excellent discussion see De Kock, M. H., Central Banking, Staples Press, London, 
pp. 134-160. 

*Mbid.,p. 159. 



The Policy of the Reserve Bank 
of India and the Investment 
Portfolio of Scheduled Banks 


Theory and Practice of Investment Portfolio Management 

The manager of a bank is expected to know the level of demand and time 
deposits, the capital and reserves and also the rates of profitability of its assets 
He has to choose among four assets; investment in government securities, other 
securities, bills discounted, and loans and advances. The bank is required to 
adhere to two restrictions. The first requires that part of the bank’s deposits 
must be held in the form of balances with tlie Reserve Bank as per Section 
42(l)ofthe Reserve Bank of India Act, 1934, and part must be held in unencum¬ 
bered approved securities as defined under Section 24 of the Banking Regulation 
Act, 1949. The second set of restrictions requires the portfolio manager to 
decide what liquidity should be maintained, taking into account the owned 
funds, the liquidity of its liabilities and the extent of liquidity of the various 
types of assets. When liquidity restriciiorLs arc specified, a relationship is 
established between the owned funds of the bank and the liquidity the manager 
of the bank requires of the bank’s liabilities as well as the extent of the liquidity 
of the assets.^ 

The portfolio manager is confronted by a constant paradox. The dilemma 
arises from the conflict of how to manage efiTcctivcly liquidity and yield simul¬ 
taneously in an environment of constantly shifting interest rates, rapid changes 
in market forces, and a situation of uncertainty. Liquidity, or tlie lack of it, has 
always played a crucial role in effective bank management in the post-War 
period. It is, therefore, useful to look briefly at the evaluation of liquidity theory 
as a check on past and present portfolio management practices. 

The traditional theory of commercial bank liquidity or the ‘Real Bills doctrine’ 
that acquired widespread acceptance prior to World War I, is that commercial 

* Rangarajan and SatU, “Bank Portfolio Management—A Linear Programming Approach”, 
in Financial Development and Economic Growth, Sametz, A. W. Ed., New York University Press, 
1972, pp. 18&-190. 
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banks should make only short-tenn, self-liquidating productive loans. Though 
this doctrine sounds ideal and effective, it conceals several fallacies and has fallen 
into disuse as a practical guide to bank management since World War I when 
large amounts of Government securities were acquired. The practice was 
further eroded in the 1920s with the emergence of consumer and mortgage lend¬ 
ing along with substantial investment banking activities involving bonds and 
equities. With the shifts in loan and investment practices in the 1920s and the 
growing importance of the Federal Reserve in its role as a liquidity manager, 
the second important theory of bank liquidity—the ‘shiftability theory*— 
evolved. Liquidity is tantamount to shiftability. Emphasis was placed on the 
‘shiftability’—^the marketability or transferability of bank assets. Maintenance 
of a substantial quantity of assets which can be shifted on to other banks before 
maturity in case of necessity is essential. The theory also acknowledged that the 
central bank plays a crucial role as the ultimate liquidity provider in the system. 
The shiftability theory ran into difficulties in the 1930s when the banking system 
found itself in trouble; shiftability evaporated and assets could not be 
transferred under any circumstances. Confidence was shattered and liquidity, 
too, was drained from virtually all financial assets. 

Following World War II, a new theory of bank liquidity known as the 
‘anticipated income theory* was evolved by Herbert Prochnow.* This theory 
emphasises the anticipated income of the borrower. The ultimate ability to 
liquefy obligations is embodied in the earning power and reputation of the 
borrower or credit taker rather than the ability to shift assets in the market 
place. All the three theories have been supplemented in recent years by shifting 
empliasis to liability management. This new theory places less reliance on the 
generation of liquidity through asset composition and management but re¬ 
cognises the growing importance of the diverse ways in which banks raise 
funds through the accumulation of a widening array of liabilities. The three 
critical principles that the portfolio manager must consider are risk, liquidity, 
and reward. Risk protection is the first and foremost guiding principle of 
portfolio management. 

Today, the problem is approached in a broader, more flexible manner, 
taking into consideration the cash flow to be derived from all asset employ¬ 
ments as well as careful liability management... the banking system has 
learned to live witli sharply reduced liquidity as compared with the earlier 
postwar period.... ^ 



The Need for Secondary Reserve 

Since both the monetary-credit policy of the central bank and the lending 
policy of the commercial banks (pertaining to loans and bills discounted) are 

» Prochnow, H. V., “Bank Liquidity and the New Doctrine of Anticipated Income’*, in 
Money and Economic Actioily, Ritter, L. S., Ed., Houghton Mifflin, Boston, 1961, pp. 57-59. 

> The Changing World of Banking, Prochnow & Prochnow, Eds., Harper & Row, pp. 173-174. 
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related to the investment portfolio and the liquidity of the entire assets mix, it 
has been considered necessary to focus attention on the policy of tlie Reserve 
Bank of India in relation to the investment portfolio of scheduled banks. 

The investment operations of commercial banks in India are principally 
confined to the purchase and sale of Government and other trustee securities. 
For example, in the investment portfolio of scheduled banks, Government 
and other trustee securities consisted of 93.7, 95.7, 96.5 and further upto 97.6 
per cent of total investments as on March 31, in 1966, 1970, 1972 and 1974 
respectively.* In fact, they hold a large portion of the marketable debt and 
respond sensitively to the changes in the monetaiy^ policy. They mobilise the 
savings of the community and funnel them into the capital market. Thus, the 
banking system transmits the impulses of the monetary policy to the rest of the 
economy through the capital market. 

Banks always prefer to invest in certain types of earning assets which arc 
not only liquid but are also immune from the risk of default. The secondary re¬ 
serve of a commercial bank consists of its liquid earning assets which may be 
converted into cash without delay or appreciable loss. The term ‘secondary’ 
implies that its function is secondary in nature. This is true since the major 
function of the secondary reserve is to supplement the primary reserv e which 
consists of cash and its equivalent (i.e., deposits with the central bank, cheques 
etc. held in the process of collection, and deposits with other banks). Tlie secon¬ 
dary reserve is, therefore, a second line of defence of a commercial bank. 
The instruments that serve the secondary reserve needs of commercial banks 
possess a high degree of liquidity and at the same time provide a moderate yield.® 
The operations of the primary and secondary reserves may be likened to two 
linked reservoirs. The character of the secondary reserve is maintained to 
replenbh the primary reserve in the event it drops below a required level 
“It is a haven for funds not immediately needed in the primary reserve which 
will produce income for the bank and yet can be converted into cash quickly’’.* 
The secondary reserve is thus designed to strengthen primarily bank liquidity. 
The heart of bank liquidity remains in secondary reserves that are generally low 
risk, highly marketable, short-term securities. Now, the factors that determine 
the size of the secondary reserve arc complex and uncertain. The need for 
secondary reserve arises from the change in the character of deposits and 
demand for loans and advances. The maturity period of investment also plays 
an important part in determining the size of the secondary- reserve. To deter¬ 
mine the requirements of different classes of assets of a bank, i.e. bank 
liquidity, is difficult since different assets have different degrees of quality, 
marketability, and maturity. And this poses a problem. Cyclical movement 
dictates that this portion of the portfolio be built up during periods of slack, 

* lUiervt Bank of India BuUttin, December 1966, p. 1515; May 1969; November 1972, 
pp. 1965-1971; Sept. 1973, pp. 1468-1478; and May 1975, pp. 291-306. 

* Woodworth, G. Walter Thi Monfy Maiktl and Monetary Management, Harj>cr & Row, New 
York, 1964, p. 3. 

* Reed, E. W., Commercial Bank Management, Harper & Row, New York, Evanston and London, 
p. 138. 
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as in recessions, to provide a cushion for loan and deposit movements during 
periods of expansion when monetary policies may be restrictive.’ 



The Seasonal Swings in the Investment Operation Ratios 


The seasonal variations in the operating ratios of scheduled banks reflect, 
interestingly, an inverse relationship between investment ratio and credit-deposit 
ratio.® A rising credit ratio generally goes with a declining investment ratio. 
During the busy season the investment ratio goes down as the credit ratio goes 
up, as can be seen from the respective figures of any year (Table 4.1). The 
extent of variation will, no doubt, be determined by the changes in the demand 
for bank credit. 

Another interesting feature is that in India the cash ratio and the investment 
ratio move in the same direction. They generally go up in the slack months 
(Table 4.2) and go down in the busy period. This behaviour implies that banks 
can, to some extent, substitute one for another. 

There might be a departure from this feature in the case of a few banks, 
especially the State Bank of India due to their own investment policy or other 
extraneous reasons. Foreign banks are generally not interested in tying up their 
funds in Government securities, they maintain the lowest cash ratio and a 
comparatively smaller investment ratio than the Indian banks in general (Table 
4.3). This is the reason which enables them to maintain an average credit ratio 
at a level well above the average maintained by Indian banks. A bank’s ability 
to switch from investment portfolio to advances depends absolutely on the atti¬ 
tude, policy and encouragement of the central monetary authority, in this case, 
the Reserve Bank of India. 

Table 4.1 demonstrates absolute changes in investments and bank credit as 
well as their ratios to deposits during the busy-slack periods of 1950-51 to 1966- 
67 and it is evident that in the seasonal variations the investment and bank 
credit move in opposite directions. 

Table 3.2 in the previous chapter also throws a flood of light on the seasonal 
variations during the Fourth Plan period (Slack 1969-busy 1973-74) and 
depicts the same trends. 

Excepting the busy months of 1957-58 and the slack period of 1960® invest¬ 
ments in Government securities have contracted in busy months and expanded 
in every slack season. The slack months of 1956 shows a relatively small increase 
in investments because of the relatively high demand for bank credit. This 
proves that, faced with a choice between the two, banks will prefer loan to in¬ 
vestments. On the other hand, the usual busy season of 1957-58 did not show 
the usual plienomenon, and demand for bank credit was less. This resulted in 

’ Prussia, L. S., (Jr.), “Bank Investment Portfolio Management”, in Tha Changing World <if 
Banking, op. cit., pp. 146-187. 

* These will be referred to as credit ratio. 

* Variations imderlined in Table 4.1, 
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TABLE 4*1« Scuonal Variatioiis in Investment in Government 



Seenrides and Bank Credit, 1950«S1- 

1966^7 

( Amounts 

in CTores of rupees) 

Season 

(1) 

Irtvestment in 
Govt, 
securities 
(2) 

hweslmeni 

ratio 

(3) 

Bank Credit 

(4) 

Credit Deposit 
ratio 

(3) 

Slack 1950 

-1- 37.8 

43.1 

- 74.43* 

47.7* 

Busy 1950-51 

- 65.9 

34.8 

4-163.43* 

65.4* 

SUck 1955 

+ 47.7 

38.4 

- 31.55 

58.0 

Busy 1955-56 

- 36.9 

33.4 

4-164.4 

71.2 

Thi Second Plan Period 

Slack 1956 

+ IG.O 

34.2 

4- 36.7 

70.0 

Busy 1956-57 

- 26.9 

28.2 

4-148.4 

74.5 

Slack 1957 

-1- 49.6 

28.9 

- 41.8 

63.6 

Bu^ 1957^8 

+ 50.4 

29.4 

1- 89.4 

63.3 

Slack 1958 

-M74.7 

39.3 

-117.9 

53.2 

Busy 1958-59 

- 31.8 

36.4 

-i- 181.7 

60.3 

Slack 1959 

4-178.0 

44.2 

- 78.9 

52.3 

Busy 1959-60 

- 52.4 

38.4 

+ 188.9 

58.6 

Slack I960 

- 52.3 

36.2 

- 20.3 

58.2 

Busy 1960-61 

-126.3 

29.4 

+ 198.5 

68.3 

Third Plan Period 

Slack 1961 

-1- 62.5 

34.5 

— 76.5 

67.6 

Busy 1961-62 

- 25.0 

30.5 

+203.8 

72.6 

Slack 1962 

-f 111.9 

34.7 

- 42.1 

67.5 

Busy 1962-63 

- 97.6 

29.4 

+203.2 

76.1 

Slack 1963 

4-145.6 

34.0 

-120.9 

65.7 

Busy 1963-64 

-145.4 

26.5 

+376.2 

79.5 

Slack 1964 

4-2.58.5 

34.5 

-138.7 

67.4 

Busy 1964-65 

-154.2 

27.2 

+ 413.4 

80.2 

Slack 1965 

4-138.6 

30.5 

- 93.3 

71.7 

Busy 1965-66 — 27.3 

Ptriod AJta The Third Plan 

27.4 

+309.5 

76.9 

Slack 1966 

4-298.1 

34.3 

- 85.6 

68.1 

Busy 1966-67 

-198.0 

26.9 

+425.6 

77.1 


^rhc Slack Season is from May lo October and the Busy Season from November (o A])ril. 

* Excluding foreign bills purchased and discounted in India and including Money at call and 
short notice. 

Col. 2-At book value; includes treasury bills and treasury deposit rccci|>Ls. 

Col. 3 - Percentage of investment in Government securities to aggregate de]>usit9. 

Col. 4- Includes foreign bills purchased and dbcounted in India from May 14, 1954. 
Sources: Compiled from— 

(1) Repoft on Cnrretuy and lusiatue, Rcsctvc Bank ol India, p. S29. 

(2) For data relating to the period, l9b.V67, KcscrN'c Bank of India, lUpOfi on Cumney 
and Financi, 19GG-67, p. S62* 
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TABLE 4.2. Seasonal Flactnations in Ae Operating Ratios 
of Scheduled Banks, 1950^1-1966-67 


Season 

Cash ralio^ al the end 
oj the period 

Jnustment ratio^ al 
the end of the period 

Credii-deposit ratio* at 
the end of the period 

Slack 1950 

13.0 

43.1* 

47,7* 

Busy 1950-51 

9.9 

34.8* 

65.4* 

Slack 1955 

9.1 

38.4 

58.0 

Busy 1955-56 

8.1 

33.4 

71.2 

The Second Plan Period 

Slack 1960 

7,6 

36.2 

58.2 

Busy 1960-61 

6.3 

29.4 

68.3 

The Third Plan Period 

Slack 1961 

7.3 

34.5 

67.6 

Busy 1961-62 

6.7 

30.5 

72.6 

Slack 1962 

6.1 

34.7 

67.5 

Busy 1962-63 

6.2 

29.4 

76.1 

Slack 1963 

7.7 

34.0 

65.7 

Busy 1963-64 

6.1 

26.5 

79.5 

Slack 1964 

6.1 

34.5 

67.4 

Busy 1964-65 

6.1 

27.2 

80,2 

Slack 1965 

6.5 

30.5 

71.7 

Busy 1965-66 

6.2 

27.4 

76.9 

Period AJUt The Third Plan 

Slack 1966 

6.0 

34.3 

68.1 

Busy 1966-67 

6.1 

26.9 

77.1 


* Excluding foreign bills purchased and discounted in India and including Money at Call 
and Short Notice. 

^ Percentage of cash and balances with the Rcscia'c Bank of India to aggregate deposits. 

^ Percentage of investments in Government Securities to aggregate deposits. 

° Percentage of Bank Credit to aggregate deposits. 

Sources: Compiled from— 

(1) on Current and Fmonrtf, Reserve Bank of India, 1964-65, Statement 19,p.S29. 

(2) For data relating to 1965-1967,Resen*e Bank oflndia,Rf^rt on Currm^ondFtnonrr, 
1966-67, p. S62. 


the investment of surplus funds in Government securities. The slack season of 
1960 shows contraction in investment because of the change introduced in the 
banking of PL 480 funds, whereby under the new arrangement the State Bank 
of India had to unload the Government securities locked up in PL 480 funds 
and transfer the equivalent amount of time deposits to the Reserve Bank of 
India. 

From tlie preceding analysis of seasonal variations of the operating ratios of 
banks, wc can conclude that the investment ratio passively adjusts to a change 
in the credit ratio. The stronger the busy season, tlic greater will be the fall 
in the investment ratio and higher will be credit ratio. In a reverse situation the 
opposite will happen. However, this conclusion cannot be applied in general 
to all classes of banks as different classes of banks behave differendy. 
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TABLE 43. The Ratio of Investments in Government Securities to Deposits— 
Classified According to Foreign Banks, Indian Banks and State Bank of 

1955-1965 



State Bank 
of India 

Other Indian 
Bank^ 

All Banks 

Foreign 

Indian 

1955 

47.7 

35.6 

23.6 

38.3 

771^ Suond P/art Period 

1956 

39.3 

36.0 

20.9 

23.7 

1957 

46.4 

26.7 

19.0 

32.2 

1958 

56.0 

34.2 

22.8 

40.4 

1959 

62.1 

31.5 

18.9 

42.1 

1960 

49.2 

21.6 

16.6 

34.2 

The Third Plan Period* 

1961 

44.46 

30.88 

17.07 

35.67 

1962 

50.18 

30.53 

17.97 

36.86 

1963 

41.84 

29.52 

19.50 

36.13 

1964 

43.32 

29.75 

26.05 

33.88 

1965 

40.08 

29.45 

28.19 

32.57 


Note: Dau relating to the Fourth Plan period also indicate the similar trends. 

• Percentage of total investments (including others) to Deposits. 

Sources: (i) Compiled from Sutistical Tables Relating to Banks in India, 1955-60. 

(ii) Data for the years 1961-65—Sutistical Tables Relating to Banks in India, 19b5, 
p. 14, and other relevant years. 


The shift of bank credit in favour of the industrial sector has tended to 
strengthen the busy and weaken the slack seasons as momentum for industrialisa¬ 
tion gets accelerated in the developmental planning period (see Chapter 3). 
Bank funds arc flowing more to the industrial sector and to newer industries 
which arc not based on agriculture such as iron, steel and engineering products, 
minerals, and chemicals. The seasonal pattern itself has been undergoing 
substantial changes and seasonal swings influencing the investment portfolio 
arc gradually lessening. 


IV 


Investment Pattern in the Pre-Plan Period 

Before wc actually analyse the trends of the investment portfolio of commercial 
banks in tiie planned period, an analysis of the investment pattern in the pre¬ 
plan period will be of immense interest for the purpose of our investigation. 
The investment behaviour of banks during the War period is exhibited in Table 
4.4 

It is thus significant to observe that the amount of invcsimcnts registered a 
progressive rise during the War period. The investment of all commercial banks 
stood at about Rs 129 crores in 1941; it increased more than three-fold during 
the War years, touching a total of Rs 460 crores in 1945. Due to war time 
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TABLE 4.4. Investment of All Commercial Banks 1941-1950 

(In cTOTts oj rupees) 


Tear 


Investment 


1941 

1942 

1943 

1944 

1945 


129 

229 

327 

397 

460 


Period Prior to The Plan 

1949 403* 

1950 416* 


* Relates to scheduled banks only. 

Source: Reserve Bank of India Bulletin, relevant issues. 

conirols and restrictions on private trade, the scope for other profitable avenues 
of investment \\ as limited. There are also other causes for this phenomenon. 
The volume of deposits grew as a result of the war time expansion of currency. 
Investment was mounting as this money did not find any outlet for ready 
application in risk ventures. Uncertainties in the economic field were also res¬ 
ponsible for this upward trend in the investment portfolio. 

The investment ratio, however, reflected a progressive decline, especially in 
in the postwar economy as will be evident from Table 4.5. 

TABLE 4.5. Ratio of Investments to Total Deposits of Commercial Banks, 

1942-1950 


Year 


1942 

1943 

1944 
194.5 

Period Prior to the Plan 

1946 

1947 

1949 

1950 


Investment-Deposit Ratio 
( approximately) 

59 

54 

54 

52 


47 

47 

46* 

48* 


* Relates to Indian scheduled banks only. 

Source: Reserve Bank of India Bulletin, relevant i&sues. 

A sharp fall in the investment-deposit ratio was tlius recorded just after the 
War. During the postwar period, bank credit was moving upward due to the 
opening up of new investment opportunities with the gradual relaxation of 
restrictions imposed during the War. There was, therefore, a high effective de¬ 
mand for bank credit. The result was the liquidation of investments to meet 
the growing requirements for bank funds resulting in a corresponding fall in 
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the investment-deposit ratio. The pattern of the investment portfolio in the post¬ 
war period thus reflected its responsiveness to the change in economic activities 
demanding more funds for industrial and commercial sectors. Incidentally, it 
may be mentioned that a similar trend was noticed in the USA, UK, and 
Canada also. The end of the War saw business picking up. Under booming 
business conditions, Government securities became unattractive as earning 
assets since they have low yields relative to those possible from private 
borrowings. 



Investment Behaviour in the Plan Period 

Tables 4.6 and 4.7 we see that although the volume of investments exhibited 
a progressive rise, the investment ratio has, however, been gradually declining 
du^g the plan period. The cash ratio, too, has been falling while the credit 
ratio has registered a gradual rise. This is a natural development of the growth 
of the industrial sector calling for increasing bank credit. In the absence of an 
adequate inflow of deposit resources into the banking sector, banks have been 
compelled to meet their requirements by economising on cash balances and, 
partly, by liquitation of investments. From Table 4.7, we observe that total 


TABLE 4.6. Rattoi of Gash, Investment and Bank Credit to Total Deposits 

of the Scheduled Banks, 1950-51-1966-67 


( Perctntagts ) 


As at the dost oj last Friday 

CashIDeposit Ralia 

Investment! Deposit* 
Ratio 

Bank CredttlDtposit 
Ratio 

(I) 

(2) 

(3) 

(4) 

1950-51 

10.6 

N.A. 

22.1 

1955-56 

8.1 

34.5 

73.0 

1960-61 

6.7 

32.0 

75.6 

Thi Third Plm Piriod 

1961-62 

6.4 

31.3 

73.2 

1962-63 

6.2 

29.0 

77.8 

1963-64 

6.5 

28.0 

79.5 

1964-65 

6.3 

27.8 

78.8 

1965-66 

.5.8 

27.5 

77.6 

Period After The Third Plan 

1966-67 

6.3 

26.1 

78.6 


N.A. Not Available. 

• Including Treasury Bilb and Treasury Deposit Receipt!. 

Sources: Compiled firom 

(i) Rtport on Cwrmcy and Finanto, Reserve Bank of India, I9G4-65, Statement 20 

p. S92. ’ 

(ii) lUporl on Currtmy and Finance, Reserve Bank of India. 1966-67. Statement 28, 

p« S48« * 
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2. Figures from December 1961 arc on a revised basis and consequently arc not strictly comparable with those for the earlier years. 

• Includes inland and import bills purchased and discounted upto December 1960, and all bills purchased and discounted thereafter, 
t Includes Treasury bilb and Treasury receipts* 

Source: Trend and Progress of Banking in India, Reserve Bank of India, 1965, p. 14 and 1966, p. 16. 
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investments of all the banks increased about three times during the decade 
1956-66 but the growth in deposits could not keep pace with the rising demand 
for credit. Consequently, there was a fall in the investment ratio and a corres¬ 
ponding rise in the credit ratio. 

Tables 4.8, 4.8A and 4.8B portray the investment pattern of scheduled 
banks in the Third and the Fourth Plan period. The progressive fall in 
the share of CJovernment securities in the investment portfolio and the 
corresponding rise in the share of other domestic investments noticed in the 
Third Plan years, continued till the end of the Fourth Plan, upto March 1974. 
The percentage of investments in Government securities, it may be noted, 
gradually dropped from 85.6 in 1962, 80.7 in 1965, 79.1 in 1969, 73.9 in 1971 
and further to 69.3 in 1974. But the proportion of other domestic investments 
to the total increased to a greater extent—from 10.7 to 29.9 per cent during 
the same period. During this period domestic investments increased from Rs 78 
crores to Rsl,019crores.The rise in investmentin this category may beattributed 
to the higher yield on them as compared with Government securities. The only 
exception was in 1966, with a rise in the share of Government securities in the 
investment portfolio of scheduled banks, and a corresponding fall in other 
domestic investments. The relatively lower expansion of bank credit in the 
1965-66 busy season may have been partly responsible for arresting the pro- 
gre.s.sive decline in the share of Government securities. 

TABLE 4.8A Investment of Scheduled Commercial Banlts 

March 1969-March 1971 
(First two yearo of the Fonrth Plan) 


(Amount in lakhs of rupees) 



Mar. 31, 1969 

.Mar. 31, 1970 

Variation 

Mar. 31 

, 1971 

VariaBon 


Amount 

Percent' 

age 

Amount Pment- 
age 

during the 
year 

Amofuit Percent¬ 
age 

during the 
year 


1 

2 

3 

4 

5 

6 

7 

8 

1. Invcstmeni by OfTi- 









ccsin India 

(a) Indian Govt. 
Securities 

(b) Other Domestic 

111.496 

79.1 

120,128 

75.7 

+ 8,632 

138.165 

73.9 

+18,037 

Investments 
(c) Investments in 

27.219 

19.3 

36,441 

23.0 

+ 9,222 

45,970 

24.6 

+ 9,529 

Foreign Securi¬ 
ties 

171 

0.1 

280 

0.2 

+ 109 

285 

0.1 

+ 5 

Total of a, b and c 

2. Investments by Fo¬ 

13ft.8B6 

98.5 

1.56,849 

98.9 

f 17.963 

184,420 

98.6 

+27.571 

reign Offices of In¬ 
dian Banks 

2,153 

1.5 

1,809 

l.I 

- 344 

2,631 

1.4 

+ 822 

Total of 1 and 2 

141.039 

100.0 

158,6-58 

100.0 

+ 17,619 

187,051 

100.0 

+28.393 


Source: Reserve Bank of India Bulletin, Xovember 1972, p. 1972. 
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With the acceleration of general economic activity in the planned economy, 
there was greater diversion of funds towards advances. The result was a drop 
in the investment ratio. The progressive decline in the investment ratio is an 
important feature as it indicates that deposit resources of the banking system 
were obviously being applied more and more to making loans and advances 
for industrial purposes. This behaviour of the banking system is indicative of 
an accelerated step towards industrialisation in the planned economy. 

VI 


Matarity Distribation of Govem 
Pre-Plan and Plan periods 


III* 


ent Securities in the 


The post-War years, which roughly correspond to the pre-Plan period, exhibit 
certain interesting trends in regard to maturity distribution to Government 
securities. With the cessation of hostilities the stock exchange boom ended. 
The price of Government securities fell, long-dated securities, especially, declin¬ 
ed steeply. As a result commercial banks changed the composition of their 
investment portfolios. The ratio of investments in Government securities dropp¬ 
ed while the percentage of other investments moved up. Long-dated securities 
were reduced while short and medium securities were added to reflect a more 
balanced maturity pattern. 

The Reserve Bank of Indians advice also had some influence towards progres¬ 
sive improvement in the maturity distribution of Government securities in the 
investment portfolio of commercial banks. The Reserve Bank has both encourag¬ 
ed and assisted commercial banks to secure a more balanced distribution 
of the maturities of their securities. In March 1948, the banks were advised that 
there was too marked a preference for long-dated securities and that they should 
build up a stronger second line of defence in the form of short-term securities.^® 
The need for corrective action was further emphasised in the following words:'* 
Banks which already have followed a wrong policy during the past should 
gradually reduce their long-term securities so that they do not disturb the 
Government securities market and are able to spread their losses, if any, over 
a period of time. They will also have to restrict fresh advance until they have 
a better balance of their security portfolio. 

The Reserve Bank, however, appreciated in its Annual Report of 1949'* that 
if these banks attempted 

to dispose of their long-term securities in large blocks, not only may the banks 
suffer losses themselves, but they might also disturb the Government securities 
market. In that event, either the Reserve Bank of India or the Government 
of India may have to step in to support the Government securities market. 
The progressive imporvement in the maturity distribution of scheduled bank 
holdings of Government securities in terms of central bank advice is reflected 

Reserve Bank of India Circular No. DRS/905/SY/-130-48. 

“ Reserve Bank of India Circular No. DBO/3797/C-207-48 dated August 10, 1948. 

“ Trend and Progress of Banking in India, Reserve Bank of India, 1949, p. 222. 
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in Table 4.9. At the same time, the Reserve Bank was also interested in keeping 
the long-term market healthy and was willing to support that market, if 
necessary, by buying long-dated securities at par.'® 


TABLE 4.9. Maturity Distributioa of Scheduled Banks’ Investments 

in Government Securities, 1945-1950 

(The Period Prior to the Plan) {Percentage) 


leaf ending 
December 

Tredsury 

Bills 


SecutUies maturing 


Within 5 years 

Between 5- 
10 years 

Between 10-^ 

15 years 

After 15 years 

1945 

4.69 

25.09 

25.22 

19.06 

25.94 

1946 

3.23 

18.33 

24.08 

26.73 

27.58 

1947 

6.33 

24.16 

22.94 

20.05 

26.53 

1948 

0.98 

28.76 

20.76 

31.92 

17.69 

1949 

1.72 

28.37 

26.85 

25.83 

17.23 

1950 

1.12 

31.52 

22.72 

29.71 

14.93 


Source: Compiled from 

Trend and Progress of Banking in India^ Reserve Bank of India, 1949, p. 162 and 1950, 
p. 55. 


The tendency to add short-term securities gained further momentum in the 
Second Plan period.'* The maturitywise distribution of Government securities 
in the portfolio of scheduled banks (Table 4.10A) shows that the percentage 

TABLE 4.10A. Maturitywise Distribution of Government Securities 

All Scheduled Banks, 1955-1960 

(Second Plan Period) 

(Amounts in crores of rupees) 



/ rear 

1-5 rears 

5-10 rears 

10-15 rears 

Ooer 15 
rears 

Total* 

0) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

Dec. 1955 

10.8(2.9) 

83.7(21.00) 

239.5(60.5) 

40.5(11.7) 

15.3(3.9) 

396.0(100) 

The Second Plan 
Period 

1956 

5.0(1.3) 

135.6(35.9) 

153.1(40.5) 

64.4(17.6) 

17.4(4.6) 

377.7(100) 

1957 

12.6(2.8) 

223.7(50.0) 

140.6(31.4) 

51.0(11.4) 

19.2(4.3) 

447.3(100) 

195B 

57.8(8.7) 

268.7(40.5) 

257.2(38.8) 

56.0(8.4) 

23.6(3.6) 

663.5(100) 

1959 

97.6(12.5) 

248.0(31.7) 

315.0(40.2) 

87.6(11.2) 

34.7(4.4) 

783.1(100) 

March 1960 

73.3(9.9) 

234.4(31.8) 

310.5(42.1) 

86.3(11.7) 

33.1(4.5) 

737.8(100) 


Note: 1. Figures within brackets indicate percentages to the total investment in Government 
securities. 

*2. Total figure has been arrived at approximately. 

Source: Trend and Progress of Banking in India, Reserve Bank of India, 1955-1960. 

»• Sayen, R. S., Ed., Banking in ike British Commonwealth, p. 241. (Article by Wilson, J. S. G., 
**The Rise of Central Banking in India".) 

** As the change in the maturity distribution has been more obvious during the Second Plan 
period, discussion is taken up from there. 
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of securities maturing within the 5-10 year group was droppoing. For example, 
the percentage of Government securities maturing in this group was 60.5 in 
1955, gradually coming down to 42.1 in 1960. This proves that banks were 
distracted from this category more than any other group. In 1956 and 1957 
banks unloaded the holdings of medium securities (5-10 years) and acquired 
short-term securities, mainly those in the 1-5 year group. Long-term securities 
maturing in 10-15 years and those over 15 years maintained an almost steady 
level. Incidentally, it may be pointed out that a similar trend was noticed in the 
USA during 1956-1962 (Table 4.10B). 


TABLE 4.10B. Maturity Distribution of Federal Reserve Banks* Holdings of 

United States* Government Secnrities, 1956-1962 

(BUlions of dollars) 


Dec. 31 

1~5 Tears 

5-10 Tears 

Over 10 Tears 

1956 

0.4 

1.0 

1.4 

1957 

1.4 

0.1 

1.4 

1958 

3.9 

0.2 

1.3 

1959 

6.5 

0.4 

1.1 

1960 

10.7 

1.2 

0.3 

1961 

8.7 

2.2 

0.3 

1962 

10.8 

2.1 

0.2 


Source: Federal Reserve Bulletin, Selected Yean. 


In India, as in the Second Plan, during the Third Plan period also the maturity 
pattern of investments of Government securities showed a shift in favour of 
short-term securities maturing within 5 years as against medium-term securities 
(Tables 4.1! and 4.12). At the end of March 1965, the ratios of securities matur¬ 
ing between 5-10 year group and 10-15 year group to the total investments 
in Government securities declined. The share of the short-term securities rose 
from 42.2 to 56.6'® per cent while the medium-term securities showed a decline 
from 45.5 to 33.8 per cent. This was mainly due to the shift in Government 
securities from the medium to the short-dated group. There was a small decline 
in the proportion of securities maturing in 10-15 years, though the investments 
in this group increased by Rs 2.3 crores to Rs 43.31 crores. The proportion 
of the other two groups of long-dated securities, e.g., those maturing between 
15-20 years and over 20 years remained nearly unchanged over the year at 0.2 
and 3,0 per cent respectively. 

The maturitywise distribution of investments in Government securities showed 
major changes during 1966 towards increasing preference for the short-term 
maturities and indicates the banks’ concern for the erosion of capital in a 
period of rising interest rate. The ratio of investments within the 5-10 year 


See fooiiiote, Table 4.12* 
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TABLE 4.11. Matnritywisc Investments in Government Securities of India 

Offices of Scheduled Banks, 1962ol965 
(Four Years of the Third Plan Period) 

(Ainounls in crores of rupees) 



Mar. 31,1962 

Mar. 31,1963 

Mar. 31, 196-f 

Mar. 31, 1965 


Amount 

PercefU- 

age 

Amaunl 

Percent¬ 

age 

Amount 

Percent¬ 

age 

Amcutit 

Percent 

age 

1. Treasury Bills 

71.19 

11.3 

36.69 

5.9 

19.37 

2.9 

5.31 

0.7 

2. Securities maturing* 

(a) within 5 years 

229.06 

36.6 

239.22 

38.1 

282.72 

12.2** 

426.90 

56.6** 

(b) between 5 & 10 
years 

242.39 

38.6 

279.13 

44.5 

304.58 

45.5 

255.50 

33.8 

(c) between 10 & 15 
years 

C2.25 

10.0 

51.23 

8.2 

40.96 

6.1 

43.31 

5.7 

(d) after 15 years 

19.73 

3.3 

20.70 

3.3 

21.51 

3.3 

24.10 

3.2 

Total of 1 and 2 

624.62 

100.0 

626.97 

100.0 

669.14 

100.0 

75.5.12 

lOO.O 


• Amounts represent face values. 

•• Sec footnote, Table 4.12. 

Source: Trend and Progress of Banking in India, Kescr%’c Bank of India, 19G5, p. 13. 


group suddenly dropped from the high level of 45.5 in 1964 to 21 per cent in 
1966, whereas the percentage of investment in securities of maturity period of 
1-5 years rose from 36.6 in 1964 to 60.5 per cent in 1966. This increase was 
gradual at first but very fast during 1965 and 1966. Again, the percentage of 
investments of above 20 years’ maturity has also come down to 2.6 in 1966 from 
3.1 in 1964 reflecting the banks’ disinclination for long-dated securities. 

The explanation for a shortening of the maturity pattern may be found in tlie 
banks’ expectations about the rise in the interest rate in the future; it has been 
slowly rising since the beginning of the planned economy—a feature quite normal 
in a developing economy. Also, a change in the pattern of investment behaviour 
was partly due to the pursuance of a restrictive credit policy introduced in the 
beginning of the First Plan in 1951. With the raising of the bank rate in Novem¬ 
ber 1951, banks started switching to short and medium .securitie.s. This be¬ 
haviour of the banking system indicates its disinclination to lock up funds for a 
long period. It also indicates anticipation by the banking system of better 
investment opportunities in an expanding economy. The present trend 
demonstrates a larger demand on bank funds and tlic banks’ willingness and 
ability to respond to the increasing demand by quickly converting tJie invest¬ 
ment in securities into liquid cash to enlarge investable funds. The increasing 
preference of the banks for short-term maturities arises also from the fact that 
during the period of rising prices depreciation in the value of the short-term 
securities especially is comparatively less. An analysis of investments and the 
maturity pattern of Government securities during the initial years of the Fourth 
Plan period, however, reflects a different picture. The large rise in investments 
during the period 1969-1971 was accompanied by a shift from short-dated to 



110 CENTRAL BANKING IN A PLANNEXi ECONOMY 


TABLE 4.12. Maturity Distribution of Investments of 
Scheduled Banks in Government Securities 
March lOSS-March 1906 

(Amounts in crores of nipus) 


End of 

No. of 

Reporting 

Banks 

1 Tear 

1-5 Years 

5-10 

Years 

10-15 

Years 

15-20 Over 20 
Years Tears 

Total 

The Third Plan Period (Four Years) Amoimts 







Mar. 1963 

79 

87.06(36.69) 

188.5 

279.13 

51.23 

1.04 

19.66 

626.97 

Mar. 1964 

79 

56.87(19.37) 

245.22 

304.58 

40.96 

1.21 

20.30 

669.14 

Mar. 1965 

75 

21.83(5.31) 

430.38 

255.50 

43.31 

1.68 

22.42 

755.12 

Mar. 1966 

76 

76.73(20.09) 

495.93 

172.59 

51.67 

1.99 

21.36 

820.27 

The Third plan 

Period (Four Years) Percentage 






Mar. 1963 

79 

13.9(5.9) 

30.1 

44.5 

8.2 

0.2 

3.1 

100.0 

Mar. 1964 

79 

8.5(2.9) 

36.6** 

45.5 

6.1 

0.2 

3.1 

100.0 

Mar. 1965 

75 

2.9(0.7) 

54.3** 

33.8 

5.7 

0.2 

3-0 

100.0 

Mar. 1966 

76 

9.4(2.4) 

60.5 

21.0 

6.3 

0.2 

2.6 

100.0 


Sources: (1) Reserve Bank of India BuHetm, November 1965, p. 1751.^ 

(2) Figures for 1966: Reserve Bank of India Bulletin, December 1966. 

Figures in bracket indicate investments in Treasury Bills. 

•• There is prima facie discrepancy in the data published in the Reserve Bank of India Bulletin, 
November 1965 and the Trend and Progress of Banking in India, 1965. For reconciliation of dis¬ 
crepancy between Tables 4.11 and 4.12 (marked with asterisks**) relevant extract from Reserve 
Bank of India’s letter No. ED. BD. 4890/BVIII(14)-66, dated 19ih November, 1966, to the 
writer is reproduced below: 


End March 1964 End March 1965 


(In percentage) 


1. Treasury Bills 

2.9 

0.7 

2. Less than 1 year 

5.6 

2.2 

3. 1-5 Years 

36.6 

54.3 


45.1 

57.2 


long-dated (Table 4.13) Government securities and also from the relatively low- 
yielding central Government securities to relatively high-yielding State and other 
approved securities. The maturitywise classification of investments during 
the closing years, 1972-74, showed a marked shift in favour of medium securities 
(5-10 years) largely due to investment in the new loans issued by the Central 
and State Governments during this period. As a result, the proportion of these 
securities to the total rose substantially over the period from 25.7 to 36.1 per cent 
while that of all other maturity groups declined. 
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TABLE 4.13. Matnritywise Distribudon of Investments of Scheduled 

Commercial Banks in Government Securides 
March 1969>March 1974 

( Percentage ) 


Mar. 

I Year 1-5 Yean 5-10 Years 10-15 Years 15-20 Years 

Over 20 years 

Total 

1969 

17,2 42.6 19.8 

15.0 

0.3 

5.1 

100.0 

1970 

9.9 30.8 28.5 

17.4 

0.7 

12.7 

100.0 

1971 

8.3 25.3 25.1 

19.4 

1.0 

20.9 

100.0 

Compiled by the author from the RBI Bulletin May, 

1969 and November, 1972. 


TABLE LIL Maturity Classification of Invostment in Government Securities 


(Fourth Five Year Plan) 






(Amaunls in crates of rupus) 

As at End 

Shari 

Medium 

Medium Long 

Long 

Total 

(Below ( Of which 

5 ye4XTS) Treasuty Bills) 

(5-10 years) 

(10-15 years) 

(over 15 years) 


March 

I972 

465.6 28.0 

427.5 

422.3 

343.8 

2,659.2 

1973 

(28.1) (1.7) 

(25.7) 

(25.4) 

(20.8) 

(100.0) 

523.2 60.2 

605.5 

587.2 

460.6 

2.I7G.6 

1974 

(24.0) (2.8) 

(27.8) 

(27.0) 

(21.2) 

(100.0) 

558.8 36.6 

852.6 

515.5 

531.6 

2,358.6 

__ 

(23.7) (l.G) 

(36.1) 

(21.9) 

(18.3) 

(lUO.O) 


vn 


Monetary Policy and the Investment Portfolio 

Since the beginning of the First Plan in 1951, the Government has become an 
important source of demand for capital funds. It may, therefore, be interesting 
to make a passing reference to the role of tlie Reserve Bank ol India Ls assisting 
the Government in its programme of borrowings. 

A notable feature of the floatation of Government securities is that it is 
customary for the Reserve Bank to absorb Government loans either because of 
an inadequate public response or because of its willingness to advance credit 
without reservation to the Govenimeni. In a country like India where the money 
market is characterised by a seasonal pattern, it is not convenient for the 
Government either to enter the market with new loans lime and again or to 
keep loans on tap indefinitely. It becomes, therefore, neccssaiy for the Resen e 
Bank to acquire a reasonable stock of Government securities of varying maturi- 
fles to meet the requirements of investors all tlie year round. 

Prom the point of view of the monetary authorities investment in Government 
securities by the banking system is, of course, important. As the Government’s 
banker, the Reserve Bank of India is responsible for the management of public 
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debt. As a bankers’ bank, it is expected to buy and sell securities to meet the 
short-term needs of the banks and to absorb their excess reserves. As a regulator 
of credit it is the duty of the Reserve Bank to avoid excessive monetary expansion 
and to maintain an even keel in the monetary economy. The planned economy 
of India revealed the conflicts inherent in performing each of these functions 
adequately and the necessity of subordinating some functions to those of higher 
priority. 

With the rising tempo of developmental activities in the planning era accom¬ 
panied by an increasing demand for bank credit from the private sector, banks 
were placed in a dilemma between investments and loans and advances. 
On the one hand, they could not turn down the customers whose demand for 
credit appeared reasonable and profitable and, on the other, they could not ig¬ 
nore the directives of the Reserve Bank of India which insisted that the bankers 
maintain a traditional ratio of Government securities to deposits. The policy 
of the Reserve Bank will largely determine a bank’s behaviour to switch from 
one asset to another. The more restrictive the policy of the Reserve Bank is the 
more difficult it will be for the commercial banks to adjust their portfolios. 

T he purpose of splitting the cash reserve ratio and the liquid assets ratio is to 
prevent banks from selling Government securities in response to the tight mone¬ 
tary policy. A suggestion has been offered to empower the Reserve Bank to fix a 
supplementary Government Securities Ratio Requirement*® to strengthen the 
liands of the centra! bank in rendering the monetary' policy more potent and 
effective. Under the scheme while commercial banks have to maintain a statu¬ 
tory percentage of their demand and tune liabilities with the central bank, tliey 
may also be required to maintain supplementar)' reserves in Government 
securities, treasur)' bills and other approved assets amounting to a stated 
percentage” of any increase in their deposit liabilities after a specified date. 

■1‘lie significance lies in tlie fact that it fixes an upper limit to bank credit-deposit 
ratio. 


Wc have, liowever, a different opinion on this point. A growing economy- 
needs a larger amount of credit for meeting its divei-sified demands. The 
Supplementary Reser\e Ratio scheme, we feel, will unduly hinder production 
whicli IS so urgently needed to stimulate growth. Further, this suggestion if 
translated into action will have the effect of virtually converting the banking 
system into a state of bondage. 


I Ite Supplementary Resen e Requirements procedure may also be criticised 
on the same grounds as tiie usual variable reser\'e ratio is—that under it the 
Government would be provided witli a cheap way of borrowing. Instead of 
obtaining their requirements from the central bank, they can get what they want 
from tlic commercial banks by ensuring that their own obligations will be lield 
by them. Incidentally, it may be pointed out that in Australia, the liquidity 


'• The Management of Public Debt in India, National Council of Applied Economic Research, 

.New Delhi, 1965, pp. 91-96 and ! IG. The Council has suggested this ratio at 10 per cent on 
total deposits. 

” Basu, S. K.. .1 .yuriej’ oj Contemporary Banking Trends, The Book Exchange, Calcutta, 1965, 
p. 136. 
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ratio of 23 per cent introduced in 1953 was reduced to 14 ])er cent.’* I he 
monctar\' authorities must realise that the liquidity ratio sliould be deicrmincd 
in such a way that the momentum for expansion is not halted. In view of the 
bonajide requirements of the credit needs of tlie private sector in a mixed economy, 
tlie central banker while fixing the liquidity ratio must also keep in mind the 
growing financial needs of the developing economy. 

vm 


Highlights of the Survey of Investment of Scheduled 
Commercial Banks during the Fourth Plan Period 


The larger increase in the growth of investments from Ks 1,285 crores in 
March 1969 to Rs 1,587 crorcs in March 1970 to Rs 2,289 crores in March 
1972 and Rs 3,407 crores in 1974 may be attributed to the faster growtli in 
deposits and stepping up of the statutory liquidity ratio (SLR). This action was 
taken by the Reserve Bank in the light of the credit and price situation and in 
the eontext of the need for increasing investments of banks in Goveminetti 
and other approved securities during the Fourth Five Year Plan. The pattern 
of investments showed a marked shift in favour ot other trustee securities from 
Rs 318 crores (20.0 per cent) in March 1970 to Rs 350 crores (24.0 per centj in 
March 1972 and further to Rs 940 crorcs (27.6 per cent) in Marcli 1974. 
As in the First, Second and Third Plan, investment in Government and other 
approved securities constituted the bulk of the total investntents (over 96 per 
cent) during the Fourth Plan. The composition of investments in the Clcntral 
and State Groverninent securities reveals that despite the increase in investments, 
their relative share in total investments sitowed a decline from 79.1 per cent as 
on March 31,1969, to7 5.7 per cent on Mai ch 31, 1970, to 73.9 per cent on March 
31, 1971, to 72.5 per cent on March 31, 1972, and further to 70.0 per cent on 
March 31, 1974. This is due to the fact that the banks had to invest in deben¬ 
tures and loans floated by the new and expanding public development 
institutions. 


Another striking feature Ls the abseitcc of investment in 'I’rcasury bills by the 
Indian scheduled banks. This may be attributed to two factors; the tight resour¬ 
ces position of these banks and the high rate of interest prevailing in the call 
money market. While many Indian banks did not have surplus funds of a short¬ 
term nature, those which had surplus funds preferred to deploy tliem in iitter- 
bank lending. As against this, the increase in securities reflects the liquidity 
requirement as stipulated by the Reserve Bank. 

The scheduled commercial banks’ support to the loans floated by the Central 
and State Governments in 1970-71 was quite satisfactory. The maturity wise 
classification of investments showed a marked shift in favour of securities of 
over 10 years. Scheduled commercial banks’ investments in short-dated securi¬ 
ties (below 5 years) declined from 59.8 per cent at the end of March 1969 to 40.7 


Olakanpu, up.cit., p. According lo Annual Report, 1960 ihe present ratio is 16 |>cr cent. 



114 CENTRAL BANKING IN A PLANNED ECONOMY 


at the end of March 1970 and further to 33.6 at the end of March 1971“. During 

the latter part of the Fourth Plan (1972-74) a reverse trend was noticed and 
investments recorded a marked shift in favour of mediuin-shori securities (5-10 
years) quite in conformity with the inflationary price level which was galloping 
by leaps and bounds. This trend is also due to the investments in the new loans 
policy of the Government. Investments in other trustee securities showed a 
marked rise. This may be attributed to the advice given to the banks by the 
Governor of the Reserve Bank of India ini 969 that they should utilise their liquid 
resources in the slack season for investment in longer-dated trustee securities. 

IX 


Observations 

From the preceding analysis, it appears that if commercial banks are given 
tlie freedom to choose between Government securities and private loans, it is 
almost certain that the latter would be preferred to the former for obvious rea¬ 
sons—better yield and greater freedom of activity. Further, a rise in the interest 
rate on loans may add to the profit of a bank which itself provides incentives 
to bai^s and stimulates the growth process, and is seldom found in the invest¬ 
ment in Government securities. 

Again, as a rising credit ratio generally goes with a declining investment ratio, 

it lias been proposed to levy a tax on bank advances.^® We can hardly subscribe 

to this proposal, because of its possible psychological effect on bankers and 

then- clients. Secondly, in view of the growing demand for credit, the tax would 

be an oppressive burden on the borrowers who would obviously pass it on to the 

consumers through the proces.s costing of production and this will hit at the root 

of the objective of planned economy. The monetaiy' authorities should give due 
attention to this point. 

Under the new regulations, tlie Reserve Bank has been empowered to raise 
the overall liquidity ratio upto the limit of 48 per cent (33+4-15 per cent) 
of aggregate deposits whenever necessary. It is admited all-round that the 
banking structure has been consolidated and strengthened by virtue of the wide 
and sweeping powe.-s vested in the Reser^'e Bank of India by the Banking 
Regulation Act. Ihe Deposit Insurance Act has further injected confidence 
m the minds of the depositors for the country’s banking sector. We do not, there¬ 
fore conceive of a real necessity for the 33 per cent requirement to be imposed 
on the banking .sy.stcm as a whole. It may be recalled that percentage was only 
20 before September 1964. This compulsion would be too harsh for the banks 
to supply credit to the productive sector. Secondly, tliis legislation ignores the 
differences between small and big banks. The Resen-e Bank of India’s poUcy 

must be pursued in such a way as to guide the banking system to contribute 
to the gro^vth olijectivc. 


Reserve Bank oj India Bulletin, November 1972. 

The Management oJ Public Debts in India, op. cit., pp. 85-87. 
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There are many elements of unsoundness of investments in Gowrnmenl securi¬ 
ties. First, the yield differential Ijetwecn Government investment and private 
securities has tended to widen. The annual average yield of debentures, pre¬ 
ference shares etc. has gone up substantially unlike the meagre yield on Govern¬ 
ment securities. This characteristic as well as inflationan- conditions tend to 
bring about a progressive depreciation in capita! values. It may be called the 
erosion of capital—a feature which offends the principle of capital formation 
which is needed to boost the economy of India. The longer the maturii\- pattern 
of securities, the greater is the capital loss. Wc may, therefore, suggest that, 
in view of the growing demand for credit in a developing economy, the tradi¬ 
tional statutory requirements for investments in Government securities should 
go. All in all, banks acquire Government securities in excess of their liquidity 
requirements only when the demand for loans is at a low level. In the new- 
set of circumstances, the demands and expectations placed on the banking 
system are also changing. The Reserve Bank of India should remodel its 
policy and refine its tasks so that commercial banks, instead of locking up their 
funds in less productive Government investments, can invest their resources to 
meet the ever increasing credit needs of the growing economy. The present 
legislation which compells commercial banks to invest 33 per cent of their 
resources in low-yielding securities unnecessarily restrains the credit behaviour 
of the banks. The present policy thus unwisely restricts the expansion of Ijank 
credit which could have been directed to the needs of the expanding economy. 
Low-yield Government securities arc not as attractive to banks during prosperous 
periods as higher-yielding private loan paper.*^ 

The public sector banks, the Life Insurance Corporation (LlC; and the 
Provident Fund together account for 85 per cent of the securities held by the 
public. Most of these institutions invest in securities only to hold them until 
maturity. The Reserve Bank of India plays an imporiam pari in the market 
both at the time of new issues and subsequently. The open market operations 
of the Reserve Bank have to be interpreted carefully because of the Bank's 
policy of acting as an underwriter at the time new issues are offered. In general, 
the open market operations have been u.sed in India more to assist the Govern¬ 
ment in its borrowing operations and to maintain orderly conditions in the 
Government securities market than for inHuencing the availability and cost 
of credit. An essential promotional function of a central liank in the develop¬ 
ment context is the nurturing of a broad-based securities market; the limitations 
of an open market policy stem, in a situation such as in India, more from the 
structural need to build up an active bond market and the more immediate 
requirements of assisting the Government in its borrowing operations and tliesc 
militate against a reliance on these operations for credit control purposes.** 
The total volume of transactions among the constituents of tlic market is very 
limited. The Reserve Bank of India is not ready to take the Government 
securities at a given price. It allows the price to lluctualc with changes in interest 

*' Tiinbcrlakc, Jr., op. cit., p. 126. 

** Rtsene Bank of India BulUlin, April 1906. p. 35U. 
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rate. However, it does support securities at prices decided by it. In fact, it is 
this readiness that imparts liquidity to the Government securities in India. 
Marketability in the Indian context implies transferability to the Reserve Bank.*® 
If one assumes that public investment has a higher ‘social benefit’ than private 
investment, such a diversion can be justified. But another problem remains— 
of how to estimate the liquidity of an asset which forms part of a legal require¬ 
ment. When assets are frozen, can one legitimately claim that there is still liqui¬ 
dity? It is interesting to note that in the USA, even though there is no secondary 
resen'e requirement, banks have maintained 25 and 30 per cent of their deposits 
in Government and State Government securities. The requirements of liquidity 
have compelled banks to hold these securities even though the return on 
Government securities is less than that on loans (see Annexure, p, 117). In 
India, the difference between return on loans and interest on Government 
securities has been much greater tlian that in the USA. The primary reserve 
requirement in India is only 4 per cent of total deposits whereas it would have 
been between 15-18 per cent in the USA. The capital deposit ratio is half of 
what it is there (Table 12.2A). Taking all these factors together one is led to 
believe that if Government securities in India did possess the kind of liquidity 
which they coinmand in the USA banks here, too, in the noimal course would 
maintain around 25-30 per cent of deposits in Government securities.*^ 


** Sainclz, W., Ed.. I’huvicial 
1972, pp. 162-185. 

** Ibid. pp. 176-177. 


Devtlopuient and Economic GtouUi, fsew York UiiivcrsUy Press, 
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Rate of Return of Loans and Investments 


(Percentage ) 



INDIA 


UNITED STATES 


Invtstments 

Loans 

Investments 

Loans 

1950 

2 A 

4.6 



1955 

2.7 

4.8 



1960 

3.2 

5.33 

3.14 

5.92 

1961 

2.9 

6.1 

3.05 

5.84 

1962 

2.9 

6.45 

3.22 

5.93 

1963 

3.00 

6.58 

3.38 

5.87 

1964 

3.22 

6.67 

3.63 

5.88 

1965 

3.21 

7.77 

3.69 

5.8') 

1966 

3.61 

R.l 

4.02 

6.24 

1967 

3.76 

8.3 

4.48 

6.39 


Sourcps: Statistical Tables Relating to Banks, 1964, 1967. Federal Reserve Bulletin (1963-1967). 



The problem of Economic 
Growth with Stability 


Conflict and Incompatibility among Objectives>~Inflation as 
an Instrument for Accelerating the Rate of Investment 

Since the present work is concerned with the central banking policies and 
operations in the Indian context, an analysis of the problem of economic growth 
with stability seems appropriate at this stage. The fundamental objective of 
economic policy in India, as in many other growing nations, is promotion of 
economic development with stability. In specific terms, this means the promo¬ 
tion and maintenance of a rising level of production and real income and the 
attainment of reasonably full employment, together with financial stability. 
Financial stability, in its turn, comprises domestic price stability as well as ex¬ 
change stability, with an approximate equilibrium in the balance of payments, 
taking into account the movement of capital. No economy can attain complete¬ 
ly all of these objectives simultaneously except by sheer coincidence. 

The possibility of conflict and incompatibility among the different objectives 
is ever present. The promotion of the full development of the productive 
lesources of the economy may be inconsistent with the preservation of domestic 
monetary stability and, consequently, may strain the exchange equilibrium as 
Avell. Equally, e.\cessive concern with the maintenance of price stability and 
exchange equilibrium may jeopardise economic expansion. Any attempt to 
push too far one objective at the cost of another may cause intolerable strain 
to the body politic and may even disrupt society.^ 

In accepting the achievement of economic development with stability as the 
aim of monetan^ policy, the question arises whether inflation is necessary or 
helpful for development. It is commonly believed that a degree of inflation 
acts as a stimulus to development owing to the greater relative growth of profits 
than of wages under a slowly rising price level, and the consequent increase 
in the proportion of savings or investment, relatively to that of consumption, to 
national income. On the other hand, a good deal of evidence has been adduced 

‘ The Radclifie Report, paras. 09-70. 
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in favour of the conclusion that economic development is associated with 
conditions of comparative stability rather than persistent inflation. Of course, 
there is no instance of absolute stability of general prices over a long period 
in democratic countries.* By and large, there is a consensus among economists 
that both favourable and unfavourable effects can be expected, depending upon 
the various factors, including the institutional setup of a country'. In order to 
have beneficial effects on investment, the rate of increase in prices, however, 
must be slow. Only if the rate of growth of inflation is lower than the current 
money rate of interest, will the investors be encouraged to invest in longer-term 
income-yielding assets which are more favourable to growth. In more general 
terms, inflation might be used as an instrument for accelerating the rate of 
investment because a slow price rise possesses three distinct characteristics.* 
Firstly, inflation transfers income from consumers or conservative savers to the 
more dynamic entrepreneurial minority, upon whom the development process 
depends. Secondly, inflation leads to a fuller utilisation of resources, particularly 
if there is a surplus of agricultural labour with low marginal productivity that 
can be shifted to more productive occupations without appreciable reduction of 
the supply of consumer goods. And thirdly, inflation is easier to impose upon 
people than taxation. A great many economists, however, feel strongly that in¬ 
flation IS actually detrimental to a sustainable growth in real investment.^ 
here are other economists who would not necessarily deny the power of infla¬ 
tion to induce investment, but they maintain that once inflation is accepted by 
the public, It is difficult if not impossible, to contain it within reasonable limits.* 

It is not our intention to present here an exhaustive survey of arguments for 
and against inflation as an instrument for inducing investment. Even if this is 
done, such a survey will not adequately determine where the balance of 
advantage lies. Neither can our experience of the process of development in 
other countries be of ^eat help. Transcending various controversies, we main¬ 
tain that under a variety of favourable conditions, other things being equal, a 
slow rate of inflation is likely to step up the rate of real investment. 

An inflationary policy designed to stimulate economic development can 
iMkc important contributions to growth. But this poicntial cannot be realised 
if the evils of inflation arc not explicitly recognised. Of course, a spiralling infla¬ 
tion must be excluded from this discussion since it serves to retard rather than 
accelerate development. The evils of inflation arc many* and they sl.ould be 
recognised and scrupulously avoided if an inflationary policy is to contribute 

nf I Bank 

I9M ^ SEANZA central banking course held at Karachi during Januar>-March. 

WallfcrFd ’ p' Balanced Growth”, in Howard S. Ellis and H. D. 

Wall ch Ed., Dn-^lopment for UlinAn^ica, Proceedings oi Conference held by In.erna- 

lional Economic Association, St. Martin’s Press, New York. 1961, p. 86. 

m * th 1'^ f Composition of Private Domestic Invest¬ 

ment , IMF Staff Paptrj, Vol. IX, No. 2, July 1962, p. 246. 

V F-^ommic Growth, Oxford University Press, Nc^v 

• Chandler, Lester V,, loc. cit., pp. 36-43. 
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to capital formation, efficiency and growth. The inflation that we have so far 
emphasised is of the initial impulse type, as distinct from the spiral process. 
Inflation of the former type generated as a deliberate policy of growth must be 
self-liquidating within a given period of time. If this is not the case, the initial 
inflation will invariably start the spiral process signifying that the economy is 
sick rather than growing. 

Thus, one of the most important alternatives open to growing nations is to 
resort to inflation as a deliberate policy for the long-term objective of rapid eco¬ 
nomic growth. Implicit in tliis is the fact that the generation of inflation in the 
initial stages requires a big push by the Government with careful planning for 
the optimum use of limited resources. This is true in spite of the handicap from 
whicli many underdeveloped countries suffer—that of an inefficient adminis- 
irativc cirganisalion as well as inadequate fiscal and monetary machinery. 


u 


Significance of the Regulatory Role in Deficit Financing 

In developing nations the root of most of the infiationar>’ disorders lies in a 
deficit in the Government budget which is financed by the creation of new 
money. With a view to stepping up the rate of investment relative to available 
savings, the Government has a tendency to overextend its position beyond its 
normal capacity. Once the targets of development are set, the problem of 
mobilising necessary finances arises. A possible solution to this problem lies in a 
country's ability to attract foreign loans. The need for borrowing is reduced to 
the extent that the Government can secure external assistance. However, these 
are largely political matters. There are again, almost always, limitations to the 
collection of .sufficient revenues. The tax structure may be inadequate or the 
ia.\ laws may not be enforced effectively. Besides, the institutions for collecting 
money savings of the people in India, for example, are undeveloped and 
rudimentary. The credit of the Government in many cases, also, may not be 
sccuiely establislicd. Finally, the currency might be depreciating so that no 
fixed obligation stated in the currency might be easily saleable. If, then, the 
Goveinmenl still decides to implement its developmental plans, it is forced to 
tleinand of tlie central bank tlie creation of new money since that is an easier 
way and, peiliaps, the only available form of expanding money. An inference 
iltat can be drawn is that the central bank has a very difficult role to play when 
the Goveinment initiates the process of inflation for accelerating development. 
(In the one hand, the central bank must assist the Government in its programme 
ol deficit financing to eirsure that the initial inflation is successfully generated. 
On the other hand, it must keep constant vigilance over the vulnerable economy 
so that it does not develop into a galloping inflation. So, the control of inflation 

should be one of the major objectives of economic policy in a developing 
economy. 

riie above analysis discloses that if the less developed nations decide to bring 
about rapid growtli with tlie help of deficit financing and the Governments of 
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these countries are constrained to rely heavily on central bank credit, the 
regulatoi 7 function of the monetary authorities assumes special significance. 
This is simply because such countries do not fancy just any kind of growth, but 
only that growth which is attainable with a certain degree of stability. It is 
appropriate to mention here that the scope of monetary policy in underdevelop¬ 
ed counmes is different from that in developed nations for two distinct reasons. 
Firstly, in most of these countries money supply primarily consists of currency 
m circulation, while bank deposits form a relatively small portion of the money 
supply as compared to the ratio of demand deposits to money supply in the 
Western nations. Secondly, the community is not ver)- familiar with the use 
of credit instruments and there is an absence of any broad organisation of 
agencies to distribute finance to those who need it for investment purposes. This 
ack of deposit habit on the part of the people makes it difiicult for the central 
bank to influence the economy by controlling the banking system 

While a great many economists would effectively argue the case for an active 
monetary policy, there are others who are of opinion that monetary policy at 
best should play only a passive role. The economists who are strong in their 
conviction as to the active role of monetary policy in the context of grmvth 
argue that monetary policy must be used to provide the correct amount of money 
consistent with higher levels of economic activity. Therefore, one of the major 
tasks of the monetary authorities in devcloimicnt should be to support the 
gradual expansion and diversification of the machinery-commercial banks, 
savings banks, investment banking, insurance companies, the Government 
bond market, private bond and share markets, etc., which links surplus and 
deficit spending units. The monetary authorities must also keep watch over the 
expansionary phase with vigilance “to keep inflationary pressures at bay while 
the production forces are gathering momentum”.’ The role of the Reserve Bank 
ot India m the present situation is to reduce the pressure of monetary demand 
without hampering production. In other words, money must be made light but 
not at the expense of production, for that would be self-defeating. This objective 
has previously been sought to be achieved by a variety of measures—by an 
exhortation to banks to reduce overall credit, by reducing the Reserve Bank 
accommodation to the banking community and by regulating credit to specific 
sectors of the economy or what is called selective credit control. These measures 
have iiad rather limited success and, more recently, the Reserve Bank of India 
has attempted another technique. As the authorities wanted to ensure that credit 
was avaUable for genuine productive purposes and also that its use was not 
extravagant, the Reserve Bank decided that banks would get accommodation 
from It at the bank rate only up to limited amounts on the basis of quotas fixed 
on a uniform bas. and beyond that at a higher cost (for details see Chapter 
2). The R«crve Bank also ensured that all banks-and not merely those that 
borrowed from it at penal rates-made their credit to their clients more 
expensive. Quite clearly, the imm^iatc cost to productive enterprise would 
rise as a result of dearer money, ^le expectation is that dearer money ivould 

’ lenf^ar, H. V. R., Monttary Policy aHd ^onomic GrewUi, Vora & Co.. Bombay 1%2 p 162 
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also reduce the demand for credit for nonproductive purposes, for instance for 
speculation on the stock exchanges and commodity markets. 

With the rise in the wholesale price index of 14.8 per cent to 158.6 over the 
year in 1964 (1952-53= 100), the bank rate was raised from 4.5 to 5 per cent on 
September 25, 1964. The system of quotas and slab rates was replaced by a new 
controlling device by which the borrowing power of the bank was related to 
its net liquidity position (28 per cent). Contrary to expectations, the pushing 
up of the bank rate did not prove adequate in controlling the inflationary 
pressures. The \vholesale price index was 16 per cent higher in February 1965 
than the previous year. So, on February 17,1965, the bank rate was raised again 
by one per cent to make it six per cent. It indicated a definite emphasis on dear¬ 
er money policy and demonstrated Reserve Banks’ growing concern over the 
price trend. The announcement was accompanied by a directive which raised 
the required liquidity ratio to 30 per cent as against 28 per cent under the 
September 1964 Scheme.® Evidently the objective of control of access right by 
the new device of higher liquidity ratio requirements was to neutralise a part of 
the potential liquidity of the banking system and to limit the expansion of bank 
credit. On the whole the effect, combined with that of the other monetary 
measures taken, should be to exercise a downward pull on inflationary 

pressures. Only in this way can the less developed nations achieve a sustained 
growth. 

There are a large number of economists who believe that all roads pointing 
to economic development lead to inflation anyhow. This scepticism stems not 
so much from the inherent limitations of monetary policy as from the belief of 
many responsible leaders that inflation is a useful or indeed an indispensable 
stimulant to the economy and that progress can invariably be accelerated 
tlirough a kind of forced saving. A reaction against tliis preference for inflation¬ 
ary financing has led many economists to emphasise stability rather than 
powth. The achievement of stability, according to them, brings growth as a 
by-product. Tlie duty of the authorities, therefore, should be to ignore, or pay 

only slight attention to, the requirements of growth and to concentrate on 
stability.® 



anort-term Objectives versus Long-term Objeedves (Regulatory 

versus Promotional Role) ' 


When the Government decides to pursue the inflationary method of financing 
eve opment, monetary policy is charged witli the responsibility of controlling 
t le new inflation generated in the economy. This might be called the restrictive 
role of monetaiy policy—the short-term objective of controlling inflation. 
Besides this restrictive aspect, monetary policy has an additional and perhaps 

* For details see Chapters 2 and 3, 

" ‘^mmenUng on G. R. Whittlesey, “Relations of Money to Economic 

Growth , Amrican Economic Review, Papera and Proceedings, XLVI, May 1956, pp. 206-10. 
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more important role to play—the promotional role. The promotional role of 
monetary policy—the long-term objective—relates to the inducement of 
savings and investment through the development of monetary- and credit 
institutions, unprovement of the technique of control, monetisation of the market, 
training of personnel and enlargement of the scope of monetary policy in everv' 
possible way. In the ultimate analysis the effectiveness of monetary policy in 

its former role would mainly depend upon the success with which it perfonns 
its promotional role. 

It was observed earlier that if the Government of a country' deliberately resorts 
to the method of deficit financing in order to maintain or accelerate the rate of 
development, and thereby subordinates monetary' policy to fiscal policy, 
the central bank has no choice but to act as a credit creating machine for tlie 
Government. However, the central bank still assumes the responsibility' of 
controlling the resultant inflation by pursuing an appropriate monetary' policy. 
The Government of India was compelled to resort to deficit financing for the 
implementation of the Five Year Plans, the sizes of which were disproportionate¬ 
ly large in relation to the available resources. The Reserve Bank of India, the 
central bank of the country, was called upon to help the Government in the 
successful implementation of the Plans. It had no other alternative than to open 
the monetary tap so as to make the central banking policy consistent with the 
total economic policy. 


IV 

Monetary Implications of Deficit Financing 

The monetary implications of deficit financing may now be examined. 
The immediate result of deficit financing is to create additional currency or 
credit. This additional purchasing power enables the Government to outbid 
consumers in the procurement of resources and use them for capital fonnation. 
As a result the money supply rises, and is accompanied—perhaps witli a time 
lag by a shortage in the availability of consumer goods. The combined effect 
of these is, frequently, generation of inflation in the economy. This docs not 
neewsarUy suggest that deficit financing for capital formation is always in 
flationary. In fact, to a certain degree the expansionary character of deficit 
financing docs satisfy the currency and credit needs of a developing economy. 
As an underdeveloped country grows, there arises a definite trend towards a 
greater demand for financial assets with the enlargement of money and capital 
markets. Another way of stating this fact is that through the process of develop¬ 
ment, monetisation of the economy becomes the cause of increased non- 
inflaiionary demand for money. It would thus appear that an increasing per¬ 
centage of money supply to national income is, within limits, noi only desirable 
but also a concomitant of a higher level of economic activity. Even though an 
increase in money supply may not be accompanied by a corresponding in¬ 
crease in production, a larger volume of money supply than hitherto maintained 
is consistent with rapid economic development. This is because a certain 
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degree of inflation is inherent in the very process of development.^® 

The above view can be partly substantiated by the experiences of many 
nations which realised rapid economic growth like the USA where the rate of 
money expansion during the periods of rapid economic growth was faster than 
the rate of growth of output. Professor Hansen^^ has shown that in the USA 
.. .the money supply in 1947 was 60 per cent larger (relative to income) 
than in 1900, and 120 per cent larger than in 1880; eight times as large 
(relative to income) as in 1820, and sixteen times as large as in 1800. 

Similar trends have been noticed in the UK by A. E. Fearvcryear.^* And the 
same holds true for Germany, Japan and the USSR for the hectic decades of 
their rapid economic growth.Such pragmatic studies have not been made 
in the underdeveloped countries.Nevertheless, generally in current literature 
there are two strong arguments in support of monetary expansion for financing 
developmental and growth activities in these countries. 

Tlie first line of argument owes its inspiration to the experience of economic 
development under capitalist enterprise and is called the self-liquidating thesis. 
It is argued by the economists belonging to this group that when development 
projects are to be undertaken, if adequate voluntary private savings are not 
available, a part of the investable funds can be supplied through the creation of 
money. Creation of credit for developmental purposes may not always become 
purely inflationary. Inflation for the purpose of creating useful capital is often 
self-destructive. As Professor Lewis'® asserts, 

.. .inflations which are used to create useful capital are self-destructive, in 
the sense tliat in due course the new capital produces a new stream of consu¬ 
mer goods which either checks the rise of prices, or even brings price down. 
Further, according to Professor V. K. R. V. Rao, it would be unwise to maintain 
that the creation of money for real investment will always result in true inflation; 
much would depend on the amount of money created, variations in cash 
lioldings, the amount of marginal income saved, and changes in the volume of 
output.'® Nevertheless, the ultimate success of this policy would rest upon the 
ability of the authorities to keep the inflation \vithm safe limits and also to 
increase the output within a reasonable time. 

The second argument relates to the so-called employment tliesis. It is asserted 
l>y the advocates of this thesis that the fundamental economic problem faced by 
the underdeveloped countiics is not merely that of development, but it is also 

Khatkhatc, D. R., “Impact of Inflation on India’s Economic Development”, Ecoiumie 
Development and Cultural Change, Vol. VII, No. 3, Part 1, April 1959, p. 363. 

Hansen, Alvin H.. Monetary Theory and Fiscal Policy, McGraw-Hill Book Company, Inc,, 
New York, 1949, p. 6. 

** Fearverycar, The Pound SUrling, Oxford University Press, London, 1931, pp. 91-108. 

Indian Journal ojEconomics, July 1956, p. 126. 

** A statbtical study made by a member of the IMF concludes without sufficient proof that 
among underdeveloped countries the rate of gro^vth of the economies studied was higher when 
tiie rate of inflation was lower. 

« Lewis, The Theory of Economic Growth, Richard D. Invin, Inc., IlUnois, 1955, pp. 217,244. 

Rao, V, K. R. V., “Deficit Financing, Capital Formation, and Price Behaviour in an 
Underdeveloped Economy”, Eastern Economist Pamphlets, 1953, pp. 16-17. 
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one of employment, since most of these countries have surplus manpower which 
must be provided with employment. In underdeveloped areas transfer of 
surplus manpower from agricultural industry to other industries only leads to 
a monetary^ expansion without a corresponding decline in agricultural output. 
This is due to the fact that the marginal productivity of the surplus manpower 
in the agricultural industi^ is very low, sometimes even negative and its removal 
from this industiy' docs not materially affect the total productivity. Thus, if 
money is created to pay for the workers to be shifted to more productive 
activities, prices will rise moderately in the initial stage. At a later stage, when 
output increases prices will fall back to a low'er level and the equilibrium will be 
restored. Incidentally, it may be pointed out that this approach owes its inspira¬ 
tion to the experience of the USSR.^’ The United Nations also believes that 
there are two distinct possibilities for financing capital formation by creating 
money. The first possibility is, if capital equipment could somehow be found, 
to employ some of the unemployed and underemployed persons, and if new 
money were then created to pay their wages in producing consumption goods, 
then those workers would save part of their income, and their money savings 
could be used to pay additional workers to produce capital goods.*® Secondly, 
as developing nations grow, the demand for money increases steadily even when 
no inflation occurs, either because of the growth of national income or because of 
the increased monetisation of the economy. Under these circumstances people 
will increase the proportion of assets held in the form of financial instruments— 
if the authorities are able to cpnvince tliem that any inflation that is generated 
in the economy will be effectively controlled. If the authorities are successful, 
the financial sector will gradually expand. This gradual increase in financial 
assets will progressively increase the savings (money) power of tlic conununity. 
Increased savings of the community represent, at least in part, an annual 
addition to the borrowing power of the Gk>vernment which can be conveniently 
used to finance capital formation.*® All these arguments lead to the same con¬ 
clusion—that an increase in money supply, within limits, is not only consistent 
with, but also a prerequisite of an accelerated programme of economic develop¬ 
ment. 

If tlie Government wishes to divert an increasing proportion of tlic economy’s 
resources to its own uses, and is unable to increa.se taxes beyond a certain level, 
it can do so cither by the creation of money or alternatively by borrowing 
money from the private sector or the banking system—mainly from the central 
bank thereby increasing the public debt. In the case of a developing country, 
the scope for taxation beyond a certain level and borrowing large amounts 
from the public are limited. Consequently, in many instances the Government 
is left with no choice other than to resort to bank credit. Borrowing from the 

Dobij, Maurice, Som Aspuls of Economic Development, Occasional Papers (No. 3), Delhi 
School of Economics, Delhi, Privately Printed, 1951. 

“ It is assumed that the marginal propensity to consume is less than unity and that thc 
marginal savings of these workers could be successfully mobilised. 

•* Measures Jot the Economic Development of Underdeveloped Countries, United Nations New york 
Sales No. 1951, II, B. 2, 1951. p, 43. 
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banking system results in an expansion of credit. The Government usually 
meets the responsibility of expanding money supply through the central bank 
of the country which can, within limits, be directed to assist the Government 
in this task. It is conceivable that the central bank may face the restriction of 
resources which must be legally maintained by it against note issue. In such 
circumstances the Government may still circumvent the obstacle by delinking 
foreign reserves from note issue and thereby pave the way for smoother monetary 
expansion. Under the traditional monetary systems expansion in currency was 
invariably linked with the accumulation of gold or foreign exchange as a mone- 
lary reserve. Even with a more flexible monetary system, most countries base 
their currency expansion on some type of Proportional Reserve System. This 
system also sets a limit to the Government’s power of money creation. The 
Government can, however, still expand money supply beyond the legal limit if 
the Proportional Reserve System is replaced by some type of Minimum Reserve 
System. This was done in India in 1956, for instance, to enable the monetary 
authorities to create credit to finance the Five Year Plans. 

V 


Some Aspects of Deficit Financing in India 

Tlie First Plan was basically an agricultural Plan, a considerable percentage of 
the Plan outlay wasspentforstrengthcningagricu\lurc. Domestic production in¬ 
creased. Inflationary tendencies were eliminated. Investment in the economy was 
also stepped up, for which some financial resources were provided by deficit financ¬ 
ing. However, in the absence of a bumber croporadequate availability of food 
supplies, deficit finance may become injurious to economic growth and stability. 

Ii is in these circumstances that the gigantic Second Plan commenced having 
an outlay more than double that of the First Plan. Deficit financing constituted 
20.4 per cent of the public sector outlay during the Second Five Year Plan 
(Rs 945 crores) as against 17 per cent during the First Five Year Plan (Rs 333 
crores). The peculiar characteristic of the Second Plan which should be noted 
from the viewpoint of deficit finance, was a special emphasis on the development 
of basic and heavy industries. It is a natural corollary that the expenditure 
involved m basic and heavy industries flowed to urban sectors which are 
piovidcd \vith banking services. Deficit finance undertaken for such heavy 
industries in urban areas naturally will percolate quickly to the banking system 
in the form of deposits and wdll enlarge the base for credit creation. 

There was a continuous rise in the indices of tlie cost of living, prices of food 
articles and wb.olesale prices during the Second Plan period. The cost of living 
in 1960-61 rose by 29.2 per cent and the wholesale price index rose by 35 per 
cent over 1955-56. These trends contrast with those in the First Plan period 
particularly in the latter part, when, it may be recalled, there was a noticeable 
fall in the indices of the cost of living, prices of food articles as well as wholsesale 
prices, lables 5.1 and 5.2 give the amount of deficit financing and related eco¬ 
nomic data during the First Plan and Second Plan periods. 
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TABLE 5.1. Deficit Financing and Related Economic Data 
First Five Year Plan, 1951-56 


Tear 

Deficit finan¬ 
cing (Rs in 
crores) 

Money supply 
with the pub¬ 
lic (Rs in 
crores) 

Percentage of 
deficit finan¬ 
cing to 
motxey supply 

Cost of liv¬ 
ing ri949 
= 100) 

I fideX ft'umber 

of prices of food 
arlicles (1952- 
53=100) 

Index Number 
of Wholesale 
Prices (1952- 
53= 100) 

1951-52 

2 

1,848 

0.11 

105 

ill.4 

118.0 

1952-53 

45 

1,785 

2.52 

104 

100.0 

100.0 

1953-54 

36 

1,857 

1.94 

106 

100.1 

104.6 

1954-55 

93 

1,981 

4.69 

99 

94.6 

97.4 

1955-56 

157 

2,217 

7.08 

96 

86.6 

92.5 

Sources: Report on Currency and Finance, 1957-58 and 1958-59. 



TABLE 5.2. Deficit Financing and Relating Economic Data 



Second Five Year Plan, 1956-1961 



Deficit finan¬ 

Money Sup^ 

Percentage of 

Cost of liv¬ 

Index Plumber 

Index Xumbet 

Tear 

cing (Rs in 

ply with the 

Deficit Ft* 

ing (1949 

of Prices of 

of Wholesale 


crores) 

public (Rs in 

mneing to 

= 100) 

Food articles 

Prices (1952- 

- 


crores) 

Money Supply 


(1952-53=100) 

53=100) 

1956-57 

253 

2,342 

10.60 

107 

102.3 

105 3 

1957-58 

497 

2,413 

20.60 

112 

106.4 

108.4 

1958-59 

140 

2,526 

5.54 

118 

115.2 

112 9 

1959-60 

112 

2,720 

4.12 

123 

119.0 

117 1 

1960-61 

^9 

2,869 


124 

120.0 

1 1 r d 1 

124.9 


Source: Report on Current and Ftnantt, 1960-61. 


Dunng the Second Plan period, deficit financing was undertaken in an un¬ 
planned manner, without linking the volume of deficit financing year In- year 
to any specific criteria. The short-fall in resources raised tltrougl. taxation 
borrowing, etc. was made good by tl.e creation of additional money litis 
tendency vitas agpavaled due to an increase in nondevelopment e.xpenditure 
and the failure of food crops. The adverse effects on the economy were to an 
extent, offiet by imports under PL 480 whicli began in 1956. However tl.e 
mcreasmg quantum of deficit financing in tlic last two yeait. of tl.e First Plan 
and first two years of the Second Plan began to filter down into the bankini; 
system and enlarged the credit base of banks. 

When deficit finance of huge amount^w is undertaken year after year it i.s 
natural that it wUi push up indices of the cost of living as well as prices ol food 
and other articles. On top of a 29.2 per cent rise in the cost of living in the 
D experienced an additional increase of 36 3 per cent over the 

Ihird Plan period. The price rise was severe in the case of food articles as it 


F* ^ "ort-s in ,l.c Third Plan. Annual 

PUm (1966-69), Fourth Plan and the Fifth (1974-79) Plan (Draft) respectively. 
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jumped by 40.7 per cent between March 1961 and 1966, over and above 38.6 
per cent in the preceding five years (March 1956-1961). It is well known that 
the propensity to consume food in a low-income country like India is very high. 
About 60 per cent of the average per capita income is spent on food, that is, 
cereals, pulses, etc., which are not always sufficient to provide full and rich 
nourishment. Also, in the wholesale price index food articles have been given a 
weightage of 504 points; the rise in the prices of food articles will naturally push 
up the index number of wliolesale prices. Major industrial raw materials are 
also supplied by the agricultural sector and deficiency in ffieir supply will also 
contribute to push up wholesale price index. Titus, the net result was that 
wholesale price index moved very close to the index of prices of food articles 
the former went up by 32 per cent over the span of five years, from March 
1960-61 to 1965-66. Unfortunately, this phenomenon continued over the next two 
years even after the end of the Third Plan. Table 5.3 gives the amount of deficit 
financing and related economic data during the Third Plan, 1961-1966. The 


TABLE 5.3. Deficit Financing and Related Economic Data 
The Third Five Year Plan, 1961-1966 


Tear 

Deficit Fi¬ 
nancing ( Rs 
in crores) 

Money sup- Percentage of 
ply with the Deficit Fi- 
public {Rs in nancing to 
rrores) Money Supply 

Cost of 
Living 
iJ949 
= 100) 

Index Number 
of Prices of 
Food Articles 
{1952-53=100) 

Index Number 
of Wholesale 
prices {1952- 
53=100) 

1961-62 

184 

3,046 

6.04 

127 

120.1 

125.1 

1962-63 

183 

3,310 

5.53 

131 

126.1 

127.9 

1963-64 

211 

3,752 

5.62 

137 

136.8 

135.3 

1964-63 

188 

4,080 

4.61 

157 

159.9 

152.7 

1963-66 

383 

4,530 

8.50 

169 

168.8 

165.1 


Source: Rei)ort on Cwrency and Finance, Reserve Bank of India, 1966-67. 


economic situation, as a result of persistent doses of deficit finance and severe 
drought in 1966-67, became almost explosive and forced the Government to 
undertake a devaluation of the rupee in June 1966, the second after indepen¬ 
dence. The magnitude of this devaluation was as lai^e as 36.5 per cent; it had 
earlier been devalued in 1949 by 30.5 per cent as a consequence of the extra¬ 
ordinary* rise in prices due to the after effects of World War II. The situation 
which developed in 1966 after fifteen years of planning was very* similar to the 
first. Nevertheless, there was asymmetry since the first devaluation occurred 
due to war, and the second one was occasioned by development efforts. Growth 
with stability should be our watchword in the y*cars to come so as not to endanger 
again the value of our currency. 

The most serious evil of deficit financing is that it is intrinsically inflationary' 
in character and causes a rise in prices by increasing the total volume of money 
supply and raising the aggregate demand for goods and services in the absence 
of a corresponding increase in the supply' of goods and services. 
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Table 5.3A gives a complete picture of deficit financing, money supply with 
the public, and the index number of prices in the Fourth Plan period. It is 
evident that there was an unprecedented rise in the index number of wholesale 
prices and food articles during this period. In fact, there has been an upsurge 
of about 50 per cent in prices between 1969 and 1974. During 1972-73 the 
wholesale price index increased by more than 9.5 per cent and in 1973-74 
the wholesale price index soared by as much as 22.7 per cent,* —the steepest 
rise on record for the Indian economy. 


TABLE 5.3A. Deficit Financing and Related Economic Data 

Fourth Five Year Plan, 1969-1974 


Tear 

Deficit Fi-* 
nancing Rs in 
crores (At 
Current prices) 

Mon^ sup^ 
ply with the 
public {Rs in 
crores) 

PcTcenUige oj 
Deficit Fi* 
nancing to 
Mon^ Supply 

Cost of 
Living 
(I960» 
100) 

Index Piumber 
ofprices of Food 
At tides (1961^ 
62»100) 

Index Aumber 
of Wholesale 
Prices (1961- 
62=100) 

1966-69 

(Annual 

Average) 

227 






1969-70 

58 

6,387 

0.91 (Approx.) 

177 

196.8 

171.6 

1970-71 

365 

7,140 

5.11 

186 

203.9 

181.1 

1971-72 

383 

8,138 

4.71 

192 

210.3 

188.4 

1972-73 

175 

9,412 

1.86 

207 

239.5 

207.1 

1973-74 

85 

10,836 

0.78 

250 

295.6 

254.2 

Pt/th Plan 
1974-79 
(Annual 
Average) 

200 







Source: Compiled by the author from the Reserve Bank of India publication. 


During the I950’s the money supply with tlie public went up by 42 per cent 
but in the 1960’s it increased by 150 per cent. Alarmingly, during the Fourth 
Plan period (1969-74) the money supply increased more than Rs 1,000 crores 
per year. This increase was due partly to the heavy doses of deficit financing 
injected into the economy in the context of the Five Year Plans and partly to 
an increase in monetary transactions. The growing pressure of population 
(2.2 percent per year in 1951-61 and 2.5 per cent per year in 1961-71), the high 
rate of annual investment—Rs 3,000 crores in the Fourth Plan, mounting 
Government expenditure leading to larger money income in the hands of ilic 
people, undisputcdly, contributed to the rise in prices. 

The Fifth Plan should have price stability as its major objective. The 
persistent pressure of galloping inflation during 1972-73 and 1973-74 adequately 
demonstrates that the central banking authorities and the Government were not 
conscious of their responsibility to maintain price stability. The origin of the 

•The wholesale price index increased by 11.9 percent in 1974-75 and India experienced 
^stagflatioQ^ or ^slump 
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serious inflationary pressures on the price level experienced in 1972-1974 can be 
traced to the ‘panicky nervousness of the Grovemment*. Erratic movements of 
prices obviously run counter to the objectives of ‘economic growth in an environ¬ 
ment of reasonable price stability’. The financial outlays in the Five Year Plans 
appear to have lost a large part of their leverage effect on general development. 
There has been a steady deterioration in the rate of growth, and the causes of 
the ‘diminishing returns’ from public sector development outlay and their 
remedies must be investigated thoroughly. The following data illustrate the 
Plan outlays and the gradual deterioration in the national income in the Fourth 
Plan period : 


Tear 

Plan Outlay {Rs in Crores) 

Growth Rate of NNP 

1969-70 

2,209.9 

5.5 

1970-71 

2,523.5 

4.3 

1971-72 

3,130.3 

1.7 

1972-73 

3,973.4 

-1.8 

1973-74 

4,364.2 

Not available 


VI 


Classification of Inflation in Selected Countries 

riie lengthening image of inflation is a disquieting feature for the central mone¬ 
tary authority; it hangs ominously over the planning effort acting as a fetter on 
sustained growth. The rate of real income growth has trailed far behind that of 
monetary expansion with its attendant effect on the price level. In the Third 
Plan period, against a monetary expansion of 63 per cent, real income growth 
has been no more than 14 per cent, and in 1965-1966 alone, while monetary ex¬ 
pansion amounted to 11 per cent, real output declined by 4 per cent. Even 
after allowing for tlie increasing monetary requirements of the economy, this 
represents a wide gap between money and output and cannot but leave a dele¬ 
terious efiect on tlie price level and the economy in general. It is enough to stale 
as a broad proposition that, in Indian conditons, if the money supply in the 
country runs substantially ahead of the increase in the production of goods 
and services, the price level is bound to rise after an interval of time. If, on the 
contrary, money supply rises more slowly than the production of goods and 
ser\'ices, the price level is likely, after a certain time, to fall.®^ Monetary policy in 
such a situation has to be restrictive, but due care must be taken that the needs 
of the bonaJide trade and priority sectors as well as those of the busy season are 
met as far as possible. In this respect much depends on the central banking policy 
and vigilance towards the use and end-use of selective methods of credit control 
for stimulating genuinely productive sectors. 


“ Speech delivered before the Society for International Development, Madras Branch on 
November 1, 1960, by H. V. R, Icngar, ex-Govemor of the Reserve Bank of India. 
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It must, however, be noted that India has not followed the path of the Latin 
American countries, especially of Brazil, Argentina and Glide, which have 
hyper inflation—above 15 per cent p.a. (Table 5.4). As Grunwald^^ observes: 
“Inflation became a way of life and was institutionalised into the legal and 
socio-economic structure of the country, each sector of the economy cons¬ 
tructing its own defence apparatus.” 

TABLE 5»4* Percentage Classification of Inflation in 
Selected Coontriesy 1957«1966 


Country 

Type of Inflation 


Annual Average 

Rate of Increase 


Cost of living 

Food prices 

Mon^ supply National Income 

Brazil 

Hyper Inflation 
(above 15 p.a.) 

46.9 

46.5 

49.0 

5.4 

Argentina 

do 

35.3 

36.7 

28.0 

3.7 

ChUe 

do 

25.1 

28.1 

25.5 

4.1 

Colombia 

High Inflation 
(7.15) 

12.3 

12.7 

16.3 

4.4 

Peru 

do 

9.2 

10.5 

13.2 

5.7 

India 

Moderate Inflation 
(4-7) 

6.1 

6.2 

7.8 

3.3 

Ghana 

do 

6.1 

7.6 

11.8 

3.5 

Israel 

do 

5.7 

4.2 

14.8 

9.6 

France 

do 

5.1 

4.9 

11.3 

4.2 

Japan 

do 

(2.5) 

4.4 

3.6 

16.2 

9.8 

Philippines 

do 

4.2 

4.6 

9.0 

4.0 

Iran 

do 

3.6 

4.1 

15.2 

6.5 

Italy 

do 

3.4 

2.7 

13.1 

5.2 

UK 

do 

Stable 

3.1 

2.2 

3.8 

3.2 

West Germany 

(upto 2.5) 

2.4 

2.4 

8.0 

5.4 

Australia 

do 

2.1 

2.1 

2.6 

4.6 

Canada 

do 

2.1 

1.9 

7.3 

3.8 

Ecuador 

do 

2.4 

3.5 

8.4 

4.5 

USA 

do 

1.9 

1.8 

2.5 

3.8 

Thailand 

do 

1.7 

2.2 

9.1 

6.3 

Ceylon 

do 

1.2 

0.5 

5.6 

3.1 


Note: 10-ycar average for Money Supply, Coat of Living, Consumer Price. 

• Based on average rate of increase in cost of living indices from 1956 to 1966. 
Source: International Financial StaHstia, January 1964 and January 1968. 


Ihough India did not suffer from high inflation of 7-15 per cent p.a. which 
was registered in Columbia and Peru, it topped the list of the countries ex¬ 
periencing moderate inflation which is 4-7 per cent. As an emerging country, 
India did well in comparison with the Latin American countries; but she failed, 
however, to accomplish the delicate balance between the aims of growlli as well 
as stability. 

Grunwald, Joseph, "The Structuralist'* School on Price Stabilisation and Development— 
(pp. 95-124), edited by Hinchman Twentieth Century Fund, New York, 1961. 
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We wish to emphasise the fact that there is no simple and self-evident causal 
nexus between growth on the one hand, and inflation on the other, in either 
direction. A careful analysis has been made of various Tables drawn up by 
the Bank for International Settlements comparing the average annual 
growth rates in a number of countries with the average annual increase in prices 
in the same countries, from 1900 to 1963. In the first group of countries— 
Norway, Sweden, the Netherlands and the USA—the average annual growth 
rate, calculated on the basis of constant prices, is comparatively high and in most 
cases greater than the rise in the general price level. For Norway the growth 
rate is 3 per cent, while the rise in prices also works out at 3 per cent. For Sweden 
the figures are 3.1 and 2.8 per cent respectively; for the Netherlands 2.7 and 2.5 
per cent; and for the USA 3 and 2.4 per cent. 

In the second group of countries, comprising Italy and France—which suffered 
particularly from the consequences of the two World Wars—the average 
annual growth rate during the same period is smaller, and distinctly lower than 
the average annual rise in prices, which is very marked. For Italy the growth 
rate is only 2.4 per cent, compared with a price rise of 10 per cent. In the case 
of France, the growth rate is also 2.4 per cent, while the price rise works out at 
9.5 per cent. Finally, in the United Kingdom the growth rate is also noticeably 
lower than the price rise. The former comes to 1.9 while the latter is 2 3 per cent. 

An underdeveloped country that attempts to change and grow rapidly faces 
certain tensions which may result in inflation. Whether this happens or not 
depends on the following factors: the pace at which economic change occurs; 
whether external developments are favourable or not; the flexibility of internal 
economy (reflecting not only the productive structure but also a wide range 
of institutional, social and cultural characteristics); and the extent to which the 
policies followed by the Governments ease or aggravate the process of trans¬ 
formation.*^ 


vn 


Observations 


Tims, it is evident that inflationar)' pressures were generated in the Indian 
economy towards the end of the First Five Year Plan. This pressure, which was 
intensified during tiie Second Plan, continued unabated throughout the Third 
Plan. It is admitted even by the Government that the value of the rupee has 
dwindled to almost one fourth (27 paise) at the end of the Fourth Plan on the 
basis ofihc 1960-61 price index and threatened the whole concept of real growth 
of the economy through planning. The Reserve Bank generally followed 
throughout a policy aimed at channeling the flow of funds into the desired 
sectors of the society without necessarily curtailing the total quantum of credit. 
The Resen-e Bank \va.s only partly successful in its attempts, which under the 


” “Inflation & Growth: A Summary of Experience in Latin America*’, Economic Bulletin of 
Latin America, UN Economic Ck>nunission for Latin America; February 1962, pp. 21-26. 
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circumstances might be considered satisfactory. For, on the one hand, the cause 
of the inflation that threatened to undermine the gains of development could be 
traced to nonmonetary factors such as low agricultural production, etc. over 
which the Reserve Bank had little control. On the other hand it is openly 
admitted that monetary policy, because of its limitations in an undeveloped 
economy like India in which fiscal policy dominates the economic scene, can at 
best be only a partial success in the overall objective of the attainment of growth 
within an environment of reasonable stability. 

In a developing economy not only a steady but a rising rate of growth is desir¬ 
able. The two major constraints on growth in India have been the shortage of 
savings in relation to investment needs and the inadequacy of foreign exchange. 
Clearly, in order to promote growth it is necessary to make heavy investments 
but the shortage of savings still exists. In the resultant situation tliere is both the 
pressure and the temptation to expand investment through deficit financing or 
credit creation. Either of these, unless their volume and timing are carefully 
determined, will lead to excessive monetary expansion and an upsurge in prices. 
Therefore, the danger of an inflationary price rise remains a constant threat in 
the process of development. 

There is another factor somewhat peculiar to Indian conditions which has a 
bearing on the problem of inflation and the safe limits of monetary expansion. 
That is the key role of food supplies. The increase in income resulting from a 
step-up in investment generates a marked increase in the demand for food, 
particularly as the population also is increasing. Food items have a high weight- 
age in any index of consumer prices. The inadequacy of food supplies in 
relation to rising demand leads to an increase in food prices which is soon 
transmitted, both directly and through wages, into the cost structure. A 
demand-generated inflation of food prices thus tends to become a cost-induced 
inflation of industrial prices. In Indian conditions food supplies are major 
factors to be taken into account in determining the safe limits of monetary 
expansion. The bulge in the food prices especially in the developing economies^* 
during the period 1956-66 wasdue to the failure on the farm front caused either 
by the overemphasis on industrialisation, or by the neglect of the agricultural 
development. It may be added that harvest fluctuations as a prime factor con¬ 
ditioning or limiting the pace and rhythm of development is not peculiar to 
India but characterise all developing economies in which agriculture looms large. 

With the increase in social responsibilities in the modern state, the most 
difficult pressure for the monetary authorities to resist are those that come from 
the public sector. It is well-known that at the stage of development that 
Professor W. W. Rostow calls “preconditions to take off”, investment of overhead 
capital is required which, because of its very nature, can only be carried out by 
the Government. Such is the case with large irrigation projects, railroads, high¬ 
ways, port facilities, potable water, sewage and other urban facilities. In most 
underdeveloped countries it also includes electric power, telecommunications, 
hospitals, schools, markets, and low-cost housing. 


** For example, Brazil 46.6, Argentina 36.7, Chile 28.1 and India 6.2 per cent. 
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If we proceed to analyse the economic mechanism and the historical facts, it 
appears immediately that monetary stability is one of the essential conditions 
for rapid and lasting growth because it is the most powerful force behind the 
formation of savings, without which it is impossible to carry out the investments 
that are indispensable for such growth. Monetary stability is also essential to 
win the confidence of foreign capital which, if the yield prospects are good, can 
be expected to supplement the supply of domestic savings available to finance 
the country’s investment needs. Monetary stability is likewise necessary to en 
courage a rapid increase in productivity, which is also fundamental to economic 
growth. This is strikingly confirmed by the experience of the past twenty yeais, 
which brings out particularly forcefully the infiuence of monetary stability on 
development and growth. In Europe, since the end of the War, as soon as each 
country decided to take the necessary measures in the credit field to reestablish 
the stability of its currency and to defend it within a liberal framework, many 
problems which had previously seemed insoluble were quickly resolved and the 
country once more enjoyed considerable prosperity. This was the case in Bel 
gium 1946 onwards, in Italy since 1947, in Germany after 1948, in the Nether¬ 
lands after 1949, Austria after 1951, in the UK. after 1957, France after 1958 
and Spain after 1960. 

To ensure a better defence against the various possibilities of inflation, it seems 
essential that the monetary authority should enjoy a large measure of indepen¬ 
dence vis-a-vis the political authority in spite of the wish that some people may 
have to subordinate the former to the latter (see Chapter 14). The independence 
of the monetary authority from the political authority is not enough in itself, 
however, to ensure a really effective defence against inflation. It is essential that 
this independence be supplemented by legal provisions giving those responsible 
for monetary policy a secure foundation which will enable them to resist 
effectively any pressure that the Government may be tempted to exert on them. 

In many countries experiencing social and political problems, it is generally 
insufficiently realised that these often have their roots in the continual deprecia¬ 
tion of the currency, the consequent rise in prices and the resulting insecurity. 
Tlte constant rise in prices is a source of anxiety to the families of wage and salar)'- 
earners, whose incomes never keep up with prices and who see before them the 
wealth and luxury of those who take advantage of the fall in the value of money, 
reap easy profits and make huge fortunes. It is, thus, not surprising that countries 
in a slate of monetary instability are generally a prey to disorder, revolutions or 
civil war—the precursors of a repressive system of Gk)vermnent. It may certainly 
happen sometimes that monetary disturbances originate from political difficul¬ 
ties, but it is much more common for profound monetary disturbances to lead, 
in a very short time, to political unrest. 

In conclusion, it seems to emerge clearly botli from abstract analysis and from 
observation of economic and monetary phenomena that in economic and 
social life the two essential objectives can be pursued concurrently in order to 
achieve an expansion of production and an improvement in the standard of liv¬ 
ing, political and economic freedom and monetary and price stability. These 
objectives by no means conflict with one another but are, on the contrary, 



THE PROBLEM OF ECONOUIC GROWTH WITH STABILITY 135 


complementary. Per Jacobsson*® expressed it admirably: 

It seems to be a lesson of history that without stable money neither justice 
nor progress can be assured, and that the human spirit cannot give of its best 
if it is harassed by all the uncertainties to which rapidly changing money 
values give rise.... 

Modem money depends on credit—and credit cannot be separated from 
confidence. Questions of monetary technique play a role—even a great role— 
but above them stand the moral requirements of a sufficient determination and 
will to cooperate nationally and internationally “so that proper solutions can 
be found to the many problems which arise in the management of the monetary 
system*’.*® 


•* The Per Jacobnon Foundation Lecture, “Economic Growth and Monetary Stability", Basle. 
Switzerland, 1964. 

** Qjiotcd by Mr. Maurice Frcre, Honorary Governor, National Bank of Belgium, at the 
Per Jacobsson Foundation Lecture oo November 9, 1964. 



PART TWO 

Economic Role: Promotional and 

Developmental 




The Role of the Reserve Bank 

of India in the Realm of 
Agricultural Credit 


The Central Bank as an Engine of Growth: Its Promotional and 
Developmental Role in Financing the Agricultural Sector 

A central bank in an underdeveloped economy has been regarded as an 
engine of growth. It has a twin role to perform in such a country, that of a 
regulator as well as that of a promoter. In the circumstances, the promotional 
or developmental aspect of tlie central bank’s role has come to be considered 
more signiHcant than that of the regulatory aspect in an underdeveloped 
economy. But there is no inherent contradiction between the two roles. In fact 

the two may be coordinted with each other, or one may even be superimposed 
upon the other. 

Besides the enlargement of the scope of monetary policy during the planned 

development period, the Reserve Bank of India was also confronted with tlie very- 

important task of initiatir^ the deliberate promotion of development finance. 

The Planning Commission, too, emphasised that the more positive role of the 

central bank in a planned economy should be to ensure that finance is made 

available for developmental activities within the framework of the priorities of 

planning. The Reserve Bank of India, as the central arch of tlie banking and 

monetary framework of the country, emerged with the promotional role of 

developing the institutional facilities for financing the lagging agricultural 
sector. 

That the financing of agriculture requires some special treatment at the hands 
of the central bank was not recognised by the Reserve Bank till the formulation 
of the F^t Five Year Plan which stressed the development of agriculture. Till 
the begmning of development planning in 1951, the attempts of the Reserve 
Bank at agricultural finance were inadequate and indirect. It did have a 
separate Agricultural Credit Department but its function was primarily one of 
research rather than the financing of agriculture. The classical concept of the 
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central bank of a country as the note-issuing authority and as the bankers’ bank 
has given place to a much more comprehensive concept. In the context of the 
positive role which the Government of India has assumed for bringing about 
rapid economic development through quinquennial plans, the central bank, as 
an important State institution, is to take positive steps for the establishment 
and growth of a sound structure of credit institution to meet the requirements 
of the different sectors of the economy. 

The constitution of the Reserve Bank of India has followed, more or less, the 
traditional pattern of central banks in Western Europe. There is, however, a 
significant departure at least in respect of agricultural finance. Under the 
pressure of Indian public opinion the statute contained a directive to the 
Reserve Bank to take an active part in the development of agricultural credit 
and rural cooperative organisations. In fact, few aspects of the working of the 
Reserve Bank have been so striking, in comparison with other central banks 
generally, as its role in the realm of rural credit. The importance of rural credit 
in the Indian economy was recognised long before the idea of planning was 
developed. As a matter of fact, when the discussion on the establishment of a 
central Bank for India began, it was emphasised that the financing of agriculture 
should be given an important place. Sir Basil Blackett, then Finance Member 
of the Government of India, introducing the first Reserve Bank of India Bill, 
hoped that it would “do a great deal to advance the interest through the coopera¬ 
tive banks, of agriculture, of the marketing of produce and the facilities for 
agricultural banks generally*’.^ 

The Reserve Bank’s responsibility in the sphere of agricultural finance has 
been occasioned by the predominantly agricultural basis of the Indian economy 
and the urgent need to expand and coordinate the credit facilities available to 
the agricultural sector. With a view to enable it to fulfil this important role, 
the Reserve Bank of India Act itself laid down in Section 54 that the Bank should 
set up a special Agricultural Credit Department, the main functions of which 
were: 

(a) to maintain an expert staff to study all questions of agricultural credit 
and be available for consultation by the Central Government, State 
cooperative banks and other banking organisations, 

(b) to coordinate the operations of the Reserve Bank in connection with 
agricultural credit and its relations with State cooperative banks, and any 
other banks or organisations engaged in the business of agricultural 
credit, 

(c) to finance the movement of crops and other agricultural operations 
through State cooperative banks and other suitable agencies of rural 
credit.* 

The specific mention of agricultural credit as a sphere of special responsibility 
of the Reserve Bank of India right from the start is significant inasmuch as it 
shows the awareness on the part of the framers of the Act that the Bank could 

* Capital (Supplement), December 21, 1961, p. 107. 

■ The Reserve Bank oj India Functions and Working, Bombay, p. 70. 
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not function satisfactorily unless special efforts were made to organise and 
develop, under its guidance and direction, a system of credit for the country’s 
most important economic sector—agriculture—which had remained virtually 
outside the purview of modem banking.** 

The man behind the plough in India is bom in debt, lives in debt and dies 
m debt. Rural indebtedness* is the most alarming problem in the agriculture- 
dommated subsistence sector of the Indian economy. The salient feature of the 
rural indebtedness problem in India arises from the activities of the money¬ 
lenders who earn mainly by capitalising on the perpetual poverty- of the 
peasants. Awell-known, caustic French proverb that “credit supports the farmer 
as the hangman’s rope supports the hanged” describes the situation aptly. The 
agriculturists take new loans either to pay the interest on old loans or for ready 
cash for mamages and religious ceremonies. Since the funds are not generallv 
borrowed for productive purposes, it is unlikely that the original amount will 
ever be paid in full. Typically, in the Indian situation debts signify miserv- or 
catastrophe and are never viewed as a means for cnliancing productivity and 
mcome-eaming capadty. During the British regime, the investigations carried 
out by Sir M. L. Darling showed that in Punjab, where agriculture was consider¬ 
ed to be relatively producUve, only five per cent of rural indebtedness was con¬ 
tracted for improving land. Due to the heavy load of indebtedness, the agri¬ 
culturist was unable to introduce methods for improving agricultural production. 
The volume of indebtedness made him callous, undermined his efficiency and 
destroyed his initiative for work. The result was low productivity, perpetual 
indebtedness and ancestral debt. All these worked in a vicious circle and bogged 

down Indian agriculture in a stagnant pool of apathy, devoid of progress and 
prosperity. 

The Darling Report revealed certain irregularities with regard to cooperative 
finance. It suggested legislation for the regulation of moneylending with a view 
to controllmg the rate of interest charged by moneylenders, improving their 
methods of business and expressed the opinion that the cooperative movement 
was the best agency for the supply of agricultural finance. The Report suggested 
that the cooperative movement was capable of playing its proper role in supply¬ 
ing credit facilities to the rural sector of the economy provided it was ‘recons¬ 
tructed and revitalised’. 

The broad picture of agricultural credit was summed up by the All India 

Rural Credit Survey (RCS) appointed by the Reserve Bank of India in the 
following words: 

Today agricultural credit that is supplied falls short of the right quantity, is 

not of the right type, does not serve the right purpose and by the criterion 

of need (not overlooking the criterion of creditworthiness) often fails to go to 

the right people * 

- Speech dcUveied by Mr. J. J. Anjaria. the Deputy Goveraor. Reserve Bank of India at 
the Seventh SEANZA Central Banking counc held at Colombo, on September 10-11, 1968. 

• With the promulgation of Emergency in India in June 1975, the Prime Minister has declared 
a moratorium on rural indebtedness for two years. 

* The Reserve Bank of India, Functions and Working, Bombay, p. 73. 
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To remedy this alarming state of affairs in the field of agricultural credit the 
RCS Committee made a number of vital recommendations for building up a 
strong and integrated system of rural credit. The development of cooperative 
credit constitutes the cornerstone of the entire edifice of the recommendations 
of the Committee. The Committee observes that “in the field of rural credit 
cooperation has failed, but cooperation must succeed”. 

The foremost objective of policy, as recommended by the RCS Committee, 
was the positive and deliberate creation of conditions in which cooperative 
credit would have a reasonable chance of success. The policy of the Reserve 
Bank in the sphere of rural finance, according to the RCS Committee, should be 
directed towards achieving this objective as speedily as possible. It is thus 
evident that the Darling Committee recommendations and the RCS Committee 
recommendations are similar as regards the role of cooperation in tlie field of 
agricultural credit. Cooperation has an important role to play as the most 
suitable medium for the democralisation of economic planning. The Third 
Five Year Plan states clearly that 

In a planned economy pledged to the values of socialism and democracy, 
cooperation should become progressively the principal basis of organisation 
in many branches of economic life, notably in agriculture and minor irrigation, 
small industry and processing, marketing, distribution. 

The First Plan encouraged different forms of cooperative activity and set 
targets for the provision of agricultural credit through cooperatives. These 
targets were enhanced under the Second and Third Five Year Plans. 

The existing laws in force at the time made it impossible for the Reserve Bank 
to lend to agriculturists directly or to advance large sums to cooperative banks 
or indigenous bankci-s for reloaning them to cultivators as a matter of course. 
But an even more significant limitation was that the Reserve Bank could not 
meet the long-term credit needs of agriculturists. Partly with the objective 
of relaxing some of the above stringent legal limitations and partly to recons¬ 
truct and revitalise the entire cooperative credit movement as preparatory to 
the larger planning needs of the country, the Reserve Bank recommended the 
.setting up of the Rural Banking Enquiry (RBE) Committee in 1949, convened 
an Informal Conference in 1951 and appointed the All India Rural Credit 
Survey Committee. Tims began a new era in the history of the role of the 
Reserve Bank of India in the realm of rural finance. 



Legal Reforms to Reconstruct and Revitalise Agricultural Credit 

As .Slated above, the Reserve Bank is not empowered to finance agriculturists 
directly; accommodation to the cooperative movement is clianneled through 
.State cooperative banks. Witli the commencement of planning in November 
1951, the State cooperative banks were placed on the same basis as scheduled 
banks in regard to the purchase, sale or rediscounting of bills of exchange arising 
out of bona Jide commercial or trade transactions. This was done by amending 
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Section 17(2) of the Reserve Bank Act. The Bank thus provides accommodation 
to State cooperative banks in tiie form of rediscounts under Section I7(2)(a}, (b; 
and (bb), and advances under Section i7(4)(a) against Government and trustee 
securities including debentures of central land mortgage banks guaranteed by 
the respective State Governments. Furthermore, the Reserve Bank was em¬ 
powered, for the first time by the amendment of Section 17(2){b) to extend 
loans for a period of 15 months to finance seasonal agricultural opertions and 
marketing. This section covers in its purview mixed farming activities, as well as 
processing of crops prior to marketing, by agricultural producers or any organisa¬ 
tion of such producers. The Reserve Bank was also given power under Section 
I7(2)(bb) for rediscounting of promissory notes and bills maturing within 12 
months which were drawn or issued for the purpose of financing the production 
or marketing activities of cottage and small-scale industries approved by the 
Reserve Bank provided the repayment of the principal and payment of interest 
of such bills of exchange or promissory notes is fully guaranteed by the State 
Government. Finally, by the insertion of Section 17(4^4.4) the Bank was 
empowered to advance medium-term loans to State cooperative banks at 1.5 per 
cent below the bank rate for periods ranging between 15 months and 5 years, 
if guaranteed by the respective State Governments. It is interesting to note in 
this connection that while medium-term credit occupies an insignificant place 
iii the credit structure of other countries including the USA, these loans arc of 
special importance under Indian conditions. In India, they are required for a 
variety of purposes including reclamation of land, development of irrigation, 
purchase of livestock, implemenis, machinery, transport equipment and other 
allied purposes relating to agriculture. Medium-term loans, therefore, play an 
important role in the development of the agricultural sector as a whole. Section 
17(4)(d) which provides for advances against documents of title to goods has 
remained inoperative so far, largely because of the absence of licensed ware¬ 
houses in the country. The short-term credit facilities granted to State coopera¬ 
tive banks under Section 17(4)(c) represents a counterpart of the Bill market 
Scheme for commercial banks with the difference that, in view of the greater 
time involved in agricultural operations, refinancing in this sector has inevitably 
to be for longer periods than in the case of commercial banks. 

The above legal reforms provided the Reserve Bank with an opportunity to 
reconstruct and revitalise the agricultural sector. To ensure that reforms conti¬ 
nue on a sound basb the Reserve Bank appointed the Standing Advisory 
Committee in July 1951, to advise it on “matters pertaining to its Agricultural 
Credit Department and subjects allied to those matters”. It also organised a 
series of visits by its officials to various states to assist the State Governments in 
formulating schemes for reorganising the cooperative movement on a sound 
basis. In addition, it voluntarily undertook the inspection of cooperative banks. 
Finally, the former practice of fixing credit limits for total borrowings was re¬ 
placed by a new procedure which provided for the fixing of credit limits in res¬ 
pect of the total amount outstanding on any given date. 

The process of reforms and reorganisation in the area of rural finance conti¬ 
nued as the country carried out its First Plan. As the Plan came to an end and 
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the formulation of the Second Plan began, the RCS Committee published its 
monumental report making a series of pertinent recommendations. 

m 

The State Bank of India and Agricoltoral Credit 

As a first step in implementing the recommendations of the RCS Committee, 
the Government established the State Bank of India in July 1955, which took 
over the former Imperial Bank of India, the largest scheduled bank in the 
country. In spite of the past record of failure of the cooperatives, the Committee 
recommended the implementation of an “Integrated Credit Scheme” with 
cooperatives as the pivot and State-help as the basic precondition. The Com¬ 
mittee suggested that the Imperial Bank of India with its peculiar position, 
unique status and semi-public character be transformed into the State Bank 
of India with an eye to the creation of a large number of branches in the rural 
areas so that cooperative banks and societies could get cheaper and quicker 
remittance facilities and a substantial portion of rural savings could be mobilbed. 
The Committee recommended, inter alicy the setting up of a State Bank of 
India as a strong, integrated, state-partnered commercial banking institution 
with an effective machinery of branches spread over the whole country for 
stimulating banking development by providing vastly extended remittance 
facilities for cooperative and other banks, which would follow a policy in con¬ 
sonance with the national policies. In faithful compliance with thb recommen¬ 
dation, the State Bank of India was set up. The statutory target of opening 400 
additional branches over the first period of five years was fulfilled before time 
on July 1, 1960. 

A new chapter in the evolution of Indian banking has been opened up with 
the establbhment of the State Bank of India. With mutual understanding, a 
common sense of purpose and coordination of action between the Government 
of India, the Reserve Bank and the State Bank, the last complementing the 
functions of the Reserve Bank in the sphere of agricultural finance, the State 
Bank of India will emerge as a powerful tool of public policy, including that 
of a planned development, while at the same time maintaining the highest 
standard of commercial banking. The nationalbation of the Imperial Bank for 
the purpose of establbhing the State Bank of India marks a big stride forward 
in the realm of Government-controlled banking in India for fulfilling the require¬ 
ments of the policy of balanced growth simultaneously in the urban and rural 
sectors of our growing economy during the process of developmental planning. 
At present, with a network of offices of its own and those of its subsidiaries, the 
State Bank of India b effectively catering to the varied banking needs in the 
rural area and b destined to play an increasingly important part in the economic 
development of the country. It extends larger remittance facilities in the rural 
areas than the Imperial Bank used to do and endeavours to mobilbe rural 
savings through its newly opened branches. But it should be remembered that 
tlie financial assbtance wliich the State Bank of India b rendering to the 
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agricultural sector is indirect, being routed through cooperative societies, and is 

marketing and processing of agricultural produce. It 
also plays an important role in popularising the warehousing sclieme by granting 
advances against warehouse receipts. 

The State Bank of India is the biggest commercial bank which ser\’es tlu* 
smallest man. At the end of September 1974, 86 per cent of the farmers financed 
by the State Bank had landholdings of 4 hectares or less and 68 per cent had 
holdings of 2 hectares or less. The State Bank Group accounts for more than 
87 per cent of all commercial bank loans to the cooperative sector Free 
remittance facilities for the amount ofRsSOO crorcs are provided each year to 
cover the day-to-day operations of cooperatives and ensure their growth. 
Assistance is now provided to almost all types of cooperatives including coopera¬ 
tive sugar factories, land mortgage banks, industrial cooperatives, and wholesale 
consumer stores. In fact, more than one-tenth of the Group’s total advances 
goes to cooperative institutions. 


rv 

Long-term Operations Fund and Stabilisation Fund as the 
Pillars of the Reoriented Programme of Rural Credit 

After the State Bank of India had been established, the Resen e Bank of India 
diverted its attention almost immediately to the reorganisation of other aspects 
of rural credit. For instance, in 1955 the Rcserv’e Bank of India Act was 
amended. The Act, inter alia, establislied the National Agricultural Credit (Long¬ 
term operations) Fund and the National Agricultural Credit (Stabilisation) 
Fund under Section 46(A) and 46(B). The RCS Committee proposed the 
establishment of two Special Funds under the Reserve Bank of India and one 
Special Fund under the Ministry of Food and Agriculture: 

(i) The National Agricultural Credit (Long-term Operations) Fund: This 
Fund would enable the Reserve Bank of India to give long-term loans to 
the Slate Governments participating in the share capital of cooperative 
banks, mortgage banks and credit societies; this fund may also be 
used by the Reserve Bank for granting long-term accommodation—for 
periods exceeding five years—to land mortgage banks; 

(ii) The National Agricultural Credit (Stabilisation) Fund: A sum of Rs I 
crorc annually would be credited to this Fund to be utilised for the 
purpose of granting medium-term loans to State Cooperative banks, 
specially if on account of famine, drought, etc., they are unable to 
repay their short-term loans to the Reserve Bank; 

(iii) The National Agricultural Credit (Relief and Guarantee) Fund: Another 
sum of Rs 1 crorc annually would be credited to this Fund wliich will be 
under the Ministry of Food and Agriculture and will be utilised for giving 
grants to cooperative credit institutions through the State Governments 
concerned, for the purpose of writing off irrecoverable arrears specially 
after chronic and widespread famines. 
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These Funds serve as the main pillars on which rests the reoriented programme 
of rural finance to be operated on cooperative lines. They also impart a 
substantial amount of stability to the structure of rural finance specially during 
periods of emergency. 

The Committee also hoped that in view of the necessity for the implementation 
of a reoriented scheme of rural finance it would be useful to train a new type of 
personnel who are not only technically qualified but also have a rural bias in 
their sympathies and attitudes. 

During the process of developmental planning for the uplift of the lagging 
agricultural sector and for the expansion of the industrial sector it is but 
essential that agriculture is placed on a strong footing. A reorganised and 
reoriented system of agriculture should provide the main sustenance for rapid 
industrial growth. The aim of the reorganisation of rural finance, therefore, 
should not only be the provision of easier credit facilities to make the former 
economically better off but also the mobilisation of savings accruing from his 
improved economic position. However, it is doubtful whether the cooperative 
banks and the rural branches of the State Bank of India and other public sector 
banks are reaching the bulk of our marginal and submarginal cultivators. It 
seems that a system of ‘Supervised State Credit’ through the agency of the 
National Extension Service may be a little more useful if we adopt a ‘package 
deal’ programme and provide various types of credit facilities simultaneously 
in a ‘package’ to the more responsible class of marginal and submarginal pea* 
sants. It should be noted that unless the mai^nal and submarginal cultivators 
are rescued from the grip of moneylenders, agricultural development planning 
with rural credit reorganisation as its basis will fail. 

The Reserve Bank (Amendment) Act of 1955, which set up the Special Funds, 
did not cover advances against warehouse receipts. Since it was felt that the 
warehouse corporations could be used as important instruments for the deve¬ 
lopment of rural finance, the Agricultural Produce (Development and Ware¬ 
housing) Corporations Act was passed in 1956. Under this Act the Reserve Bank 
of India was permitted to grant loans and advances to warehouse corporations 
under Section 17(4C) of the Act newly inserted in 1956. Subsequently other 
concessions were also made by the Reserve Bank in this regard. For instance, 
in 1959 it exempted the advances by the scheduled banks against warehousing 
receipts (which had been issued by the State Warehousing Corporations) from 
the purview of its directives restricting advances against foodgrains. 

V 

Agricultural Refinance Corporation: A Refinancing Agency 

The most recent development in the area of agricultural credit was the setting 
up of tlie Agricultural Refinance Corporation (ARC) on July 1, 1963. The 
Deputy Governor of the ReseiA'e Bank of India in charge of agricultural credit 
is its Chairman. 

A novel feature of the capital arrangment is the provision that to help build 
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the working capital, the Reserve Bank will keep the dividend accruing on shares 
held by it with the ARC as interest-free special deposits for a period of 15 \ ears. 

In India, before July 1, 1963, no institution outside the cooperative and 
mortgage banks used to take any interest in agricultural investments. Even 
the land mortgage banks were only partially interested in financing develop¬ 
ment and in most cases they were cut off from access to the open market for 
long-term funds. The Industrial Finance Corporation (IFC) and the Industrial 
Development Bank of India (IDBI) excluded agriculture from their operations. 
No joint stock bank, which did term lending, received any support from a 
refinancing institution if it desired to lend to an agricultural enterprise. There¬ 
fore, to strengthen both the cooperative and scheduled banks for the purpose of 
agricultural investment a central organisation was called for which would have 
adequate resources of its own and a free access to the Gov’ernment, to the 
Reserve Bank of India and to the capital market. In this connection, it is im¬ 
portant to remember that the Rural Banking Enquiry Committee had suggested 
the setting up of a Central Agricultural Credit Corporation for the countiy as a 
whole about twenty-five years ago. 

The Agricultural Refinance Corporation is primarily a refinancing agency 
which helps augment resources available for provision of medium-term and 
long-term credit for the development of agriculture. It does not supplant, but 
rather supplements, the existing normal arrangements for long and medium- 
term finance, including the Reserve Bank of India’s assistance for these purposes. 
Apart from its responsibilities as a refinancing agency, the ARC plays an active 
role in stimulating interest in special agricultural development schemes, advises 
the institutions eligible for finance and assists them in planning successfully the 
agricultural development programmes. Among other business that the ARC 
may transact is the guaranteeing of deferred payment in connection with the 
purchase of capital goods by eligible institutions from outside India. It 
provides financial assistance mainly by way of refinance to the Central land deve¬ 
lopment banks, State Cooperative Banks and scheduled commercial banks. 
In the case of the Central land development banks, refinancing may take the 
shape of subscribing to their special development debentures floated in con¬ 
nection with approved schemes of agricultural development. It needs hardly be 
mentioned that the ARC provides refinance facilities for only such schemes of 
agricultural development as are technically feasible and economically sound. 

In brief, the ARC was promoted by the Reserve Bank of India for making 
medium-term and long-term loans to primary lenders, that is, to both coopera¬ 
tive and commercial banks. It assists in the financing of compact projects of 
agricultural development, such as land reclamation and development of land 
for better utilisation of irrigation, mechanised farming, animal husbandiv, 
dairy farming, exploitation of subsoil water resources and the like. Of the total 
is.sued capital of Rs 5 crores, the Reserve Bank of India holds some 59 per cent 
and the Government of India has provided an interest-free loan of Rs 5 crores, 
the repayment of which will commence after 15 years. The consolidated picture 

of the operations of the Agricultural Refinance Corporation is furnished in 
Table 6.1, 
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TABLE 6.1. Operations of the Agricoltoral Refinance Corporatiott 

Fonrth Plan Period 


f Amount in lakhs of rupees) 


Tear ended June 

J^umber of sche¬ 
mes sanctioned 

Total financial 
assistance sanc¬ 
tioned 

ARCTs commit¬ 
ment in respect 
of Col. No. 2 

Amount 

utilised% 

* 


1 

2 

3 

4 

1965-66 

36 

3,473 

2,857 

490 

The Fourth Plan Period 





1969-70 

371 

25,951 

21,489 

5,909 

1970-71 

458 

29,300 

24,866 

8,971 

1971-72 

711 

40,475 

35,079 

12,469 

1972-73 

923 

57,523 

50,143 

21,883 

1973-74 

1,457 

80,690 

70.410 

31,667 


Note: Data relate to the position at the end of each year on a ciunulative basis suitably ad> 
justed on account of schemes withdrawn or rephased subsequently. 

*Figures reported under this colunrn relate to the loans drawn from and debenture subscribed 
to by the ARC. 

Sources: Agricultural Refinance Corporation. Roport on Cxmen^ and Finance, Reserve Bank of 
India, 1973-74, p.S 81. 


Tlie establishment of the ARC has provided an opportunity to State co¬ 
operative banks, Central land development banks and scheduled commercial 
banks to participate in the important task of undertaking agricultural invest¬ 
ment for increasing agricultural production. The provision of funds through 
refinance rather than through direct lending will help the ARC to act in support 
of other institutions and certainly facilitate agricultural reorganisation and 
revitalisation which is imperative at the present moment. 

Unfortunately, certain irregularities in the implementation of the schemes 
sanctioned by the ARC have been noticed. In most cases it has been observed 
that their implementation has not been progressing according to the phasing 
envisaged therein. The slow progress in the implementation of the schemes is 
generally due to one or more of the following reasons; (i) unrealistic targets; 
(ii) delay in release of water from the irrigation projects; (iii) delay in conduct¬ 
ing contour surveys; and (iv) delay in the recruitment, training and posting of 
stair in the various departments of the State Government. 

Apart from the slow progress in the implementation of the schemes, our 
experience in regard to the utilisation of refinance facilities in respect of some of 
the schemes has also not been satisfactory. One of the irregularities was the 
introduction of what is generally called a loan deposit system under which the 
land development bank actually floated debentures for the full amount of loans 
sanctioned but disbursed only the first instalment of tlie loan and kept back the 
amount of the second instalment as a deposit on behalf of the cultivators. The 
bank had drawn the full amount of the loan by way of refinance from the 
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ARC without effecting actual disbursements to agriculturists and used a pan of 
the same as interim finance, which was expressly prohibited by the ARC. Under 
the scheme loans had been given by the primary land development banks to 
agriculturists much in advance, six months or even twelve months in cenain 
cases, before the reclamation could be taken up by the agriculturists. This 
resulted in the agriculturists having been given several lakhs of rupees without 
the money being put to use immediately or within a short time for reclamation 
puiposes. These, and various other irregularities, indicate a very unsatisfactory 
position regarding the utilisation of refinance obtained by the banks from the 
ARC. In view of this, the Board of the ARC must advise the bank concerned 
that it should actually disburse the entire amount of refinance drawn from it 
and ensure the proper utilisation of the loan by the cultivators for reclamation 
purposes before floating any further series of debentures. The ARC must caution 
the financing banks that it will insist on proper utilisation of refinance provided 
since the schem^ approved by it would not bring about an increase in agri¬ 
cultural production unless financial assistance was actually utilised for the pur¬ 
pose for which it was obtained.® 

The interim recommendations of the All India Rural Credit Review Commit¬ 
tee® have rightly assigned a promotional role of growing importance to the 
Agricultural Refinance Corporation not only in providing refinance facilities to 

* i_ . so in ensuring tliat in financing 

investment by the cultivator, technical feasibility and economic viability are 
looked into and that an increasingly project-oriented approach is adopted so 
that the services and supplies required for investment are forthcoming. The 
Committee, therefore, recommends various steps to enable the ARC to equip 
Itself suitably in terms of resources as well as organisation. One recommendation 
IS that It should augment its resources from the National Agricultural Credit 

« of India, since one of the 

important purposes for which the Fund was originally created covers exactly 

the type of activity in which the ARC is engaged. The Committee also recom¬ 
mends that It should strengthen its organisational machinery in step with 
the increase m its busmess. The Committee envisages that in coordination with 
the Reserve Bank the ARC will help evolve, for the benefit of cooperative 
and commercial banks, a framework of policies and procedures for financing 
apcultural development on sound lines. It has also been suggested that ster^ 
should be token for extending, with the prior approval of the Government of 

on„.titutiom eligible for the facilities 


amendment to 

Section 22(4) of the ARC Act which removes a major statutory constraint in the 
way of scheduled commercial banks seeking reEnanee from the ARC. In terms 
of the above amendment, the Board of Directors of the ARC is vested with the 
power to waive at its discretion, both Government guarantee and ^other 


Risififi Bank af India BuUilirt February, 1969, p* 217. * * 
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security’ in respect of refinance. The banks will, however, continue to obtain 
security from the ultimate borrowers. 



Trends in Cooperative Credit 

While concentrating upon the extension of credit facilities for agricultural 
purposes, the Reserve Bank did not overlook the advantages of mobilising rural 
savings. In fact, it formulated an extensive and comprehensive scheme in 
November 1957, according to which the Central land development banks were 
permitted to issue six or seven year loans for productive purposes. It was felt, 
however, that these land development banks needed assistance and encourage¬ 
ment in their endeavour. Consequently, the Reserve Bank undertook to subs¬ 
cribe up to two-thirds of a series of rural debentures floated by them. The scheme 
was subsequently revised to allow them to float debentures in two sets, one for 
seven year^ to be offered to the public and the other for a period of fifteen years 
to be taken up by the Reserve Bank, the contribution of the Bank being slightly 
more than the subscription from the public, in the proportion of 8:7. 

The procedure laid down for short-term accommodation from the Reserve 
Bank is that each Central cooperative bank applies to it for a credit limit 
through its State cooperative bank and the Registrar of Cooperative Societies. 
The credit limit is for the year commencing on July 1 and ending on June 30. 
The Registrars have been advised to forward such applications with the neces¬ 
sary details at least one month before the commencement of the year for which 
limit is required. To ensure that the information supplied with the application 
is uniform and not lacking in any essential details, a form of application has 
been prescribed. The banks have also to forward, with these applications, parti¬ 
culars of their latest financial position together with the audited belance sheet 
for the previous three years. Each drawing under a credit limit is allowed a full 
period of 12 months and in exceptional cases up to 15 months. In West Bengal 
and Orissa where the Central cooperative banks arc not strong enough to obtain 
accommodation on their own, credit is granted under Section I7(4)(c) to the 
State cooperative banks against the guarantee of the respective State Govern¬ 
ments both as regards repayment of principal and payment of interest, the 
Reserve Bank relaxing only the overall limit covered by such a guarantee. 

The Reserve Bank of India has undertaken to make agricultural finance 
available to the rural sector on a liberal scale as well as at cheaper rates. By 
far the most important assistance towards cooperative finance from the Reserve 
Bank of India is in the nature of short-term finance at a concessional rate of 
interest, 2 per cent below the bank rates, for seasonal agricultural operations 
and marketing of crops (Table 6.2). The accommodation is provided to the 
State cooperative banks and is passed on by the latter to the Central cooperative 
banks and primary credit societies. The credit limits sanctioned for cooperative 
institutions are linked to their owned funds in the shape of share capital and the 
reserve fund, and their performance on repayment on due dates, so as to give 
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them an incentive to function on sound and efficient lines. Normally, “A” 
class Central cooperative banks are granted credit limits up to thrice their 
owned funds (paid-up capital plus reserve fund) and in exceptional cases four 
times this sum; in the case of “B” class Central cooperative banks, it is twice 
their owned funds and in exceptional cases thrice as much.“C’* class Central 
cooperative banks, on the special recommendation of the Registrars, are eligible 
for credit limits up to twice their owned funds only. 

During the period 1960-61 to 1972-73 the borrowings of the State cooperative 
banks from the Reserve Bank of India for short-term agricultural purposes re¬ 
corded almost a fourfold increase (e.g. sanctions rose from Rs 112 crores to 
Rs 431 crores and drawals from Rs 143 crores to Rs 619 crores). The provision 
of extensive credit facilities to cooperative banks by the Reserve Bank is a 
significant departure from the orthodox concepts of central banking functions 
but this function is quite consistent with the central banking role in a predomi¬ 
nantly agricultural country. Nevertheless, cooperative banks should rely 
increasingly on their internal resources leaving the Reserve Bank to its role as 
the lender of the last, and not the first, resort. A scheme of disincentives for 
borrowing from the Reserve Bank has already been introduced. Under tlic 
scheme, a concessional rate of interest is linked with the efforts made by the 
Central cooperative banks at deposit mobilisation. 

The financial accommodation provided by the Reserve Bank of India to 
cooperatives in the Fourth Plan is presented in Table 6.2. 

The achievements of the cooperative reorganisation programme undertaken 
with the assistance of the Reserve Bank arc reflected in the overall coverage of 
the cooperative system. It is estimated that cooperative credit, which was only 
3 per cent of the total rural credit in 1951-52 when India launched her First 
Five Year Plan, is at present around 25 per cent of the total. 

The problem, however, cannot be regarded as solved yet as there are serious 
gaps still to be closed. Efforts to strengthen the cooperative credit structure to 
mobilise rural savings and to disburse credit on a production-oriented basis are 
continuing. The Reserve Bank has now substantial regulatory powers vis-a-vts 
the cooperative credit structure. It has been actively assbting in the provision 
of training facilities necessary for the managerial and supervisory personnel. 
The object is to improve steadily the operational efficiency of the system and to 
make it progressively more self-reliant. 

The object of making the cooperative banks more self-reliant stems not only 
from the cooperative philosophy but also from the principle that central bank 
has the absolute responsibility to regulate the currency and credit situation and 
must avoid any action which may lead to an inflationary situation. 

vn 


Inadequacy of the Cooperatives in Folfilling Their Assigned Task 

Ever since the beginning of the planning era, the State-partnered cooperaUve 
credit structure has been used as the main instrument of agricultural finance 
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and the Reserve Bank of India’s resources are being used increasingly to 
buttress the resources of these credit institutions. However, they have not yet 
been able to achieve the planned target of agricultural credit. 

According to the findings of the All India Rural Debt and Investment Survey, 
1961-62 made by the Reserve Bank of India, out of the total cash loans of 
Rs 2,380 crores as on June 30, 1962, outstanding against the cultivators, the 
share of cooperatives was only 15.5’ per cent while agricultural moneylenders 
and professional moneylenders accounted for 62 per cent. It is thus quite ob¬ 
vious that the cooperative credit structure, although patronised and financially 
backed by the Reserve Bank of India, has not done much to change the com¬ 
plexion of farm financing. Now, the fact that the commercial banks have been 
asked to supplement the efforts of the cooperatives indirectly confirms the 
conclusion that the Government has accepted the inadequacy of the cooperatives 
in fulfilling their assigned tasks. While the nature of service rendered by both 
sets of banks is the same, the area and the people covered by them and the 
manner of their operation are essentiality different. Whereas a commercial 
bank operates on the principle of individual merit and responsibility of a client, 
a cooperative bank, like all other cooperative institutions, is a collective 
service offered for a collective need. In a cooperative bank all users of banking 
service are members of the society. They are both lenders and borrowers. In 
their capacity as members they participate in decision making without reference 
to the resources that they bring to the bank, or to the service they obtain from it. 
In the assessment of credit in a cooperative bank, the need factor is judged for 
the individual as a part of a group. 

A more purposeful advent of commercial banks into rural areas is bound to 
bring them into a closer relationship with cooperative institutions. It will be 
helpful to both to have a fair understanding of the approach of each to what is. 
essentially, one and the same type of function. 

As yet not more than 6 per cent of the total bank credit has gone to the rural 
areas. If a viable rural credit structure is to be created, the restructuring of the 
cooperatives is necessary. Managerial faults, ineffective postcredit supervision 
and loan recovery are the factors that mainly contributed to the present 
unsatisfactory situation. The proposed rural banks will now supplement the 
existing arrangements instead of supplanting them and are expected to bring 
about a silent revolution in rural India through credit structure. 

vm 


Increased Dependence of the Cooperatives on the Reserve Bank 
Funds t Its Pros and Cons 

Some broad conclusions emerge from the above discussion. Firstly, the 
cooperative movement in India leans too heavily on the patronage of the 

» In 1971-72 cooperativw are olimated to have catered to about one third of U»e agricultural 
credit requirements. 
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Government. Nearly 80 per cent of its resources are obtained by way of loans or 
share capital from Government agencies like the Reserve Bank of India. This is 
against the basic concept of cooperation which desires progress through self-help. 
Secondly, tlie movement can be self-sufficient at least to a considerable extent, 
if not wholly, if it concentrates on mobilisation of savings in the rural areas, 
where the annual gi’owrh of deposits at 4 per cent is much less than that of the 
commercial banks at 11 per cent. Thirdly, the cooperative institutions should 
run their business strictly on commercial principles. In particular, they must 
watch their growing expenses of management which must never be out of tune 
with the expansion of the business. They should, and must, reexamine each 
item of expenditure and observe strict economy. Fourthly, the rate at which 
overdues are increasing is alarming. Firmness in recovering these must be shown. 
As observed by the Maclagan Committee, unless loans are repaid punctually, 
cooperation is both financially and educationally an illusion. The cooperative 
institutions should remember that slackness in the recovery of loans benefits 
none, but harms all concerned. Their resources are limited; and unrecovcred 
loans further reduce their ability to grant fresh loans and they are forced to 
refuse loans even to progressive farmers. On the other hand, farmers from whom 
loans are not recovered in time, become extravagant and lethargic. Finally, 
it is necessary to merge weak societies with better-placed ones to create confi¬ 
dence in the minds of the people about the soundness of the cooperative 
movement. 

Lately, the financial assistance rendered by the Reserve Bank of India to 
cooperatives has been a subject of severe criticism in some quarters. The 
criticism has gathered momentum in the context of the present inflationary 
forces haunting the economy. It is feared tliat the funds which the Reserve Bank 
supplies to the cooperatives at concessional rales may lead to inflation as the 
borrowers of these funds may not use them productively, or they may use them 
in consumption or in hoarding stocks of foods. Further, concessional finance to 
a particular sector may lead to serious imbalances in the economy. It is 
also argued that the open-lianded policy of the Reserve Bank of India in 
financing the cooperatives Itas made the latter indifferent to the task of mobilis¬ 
ing resources. 

Though the dependence of the cooperative banking system on the Reserve 
Bank has been progressively increasing, it has not been uniform in the different 
regions in the counlr>'. The dependence is more in the case of two types of 
regions: those which have a developed cooperative banking system with a wide 
network of primary societies; and tliose where the cooperative system has 
made very little progress. 

In the fii-st category of regions, the cooperative movement has imdertaken 
expansion progranuncs on a large scale due to the availability of resources and 
guidance from the Reserve Bank of India. These regions have high potential 
for absorbing such funds, the risk involved is compartively low and on the 
whole cooperative institutions funedon in an efficient manner. 

The structure in the second category of regions is still in its infancy and weak; 
generally, the cooperatives work in an uneconomic manner in these regions. 
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In the former category the Reserve Bank of India funds aid the process of ex¬ 
pansion, in the latter they help in setting up a proper cooperative framework 
on which future expansion can be built. Ultimately, the expansion should 
progressively lead to the self-reliance of the cooperative banking system. The 
Reserve Bank should lay down definite criteria with regard to reducing the 
dependence. Once a bank outgrows the stage of ‘infancy' or inability’, the 
Reserve Bank should apply such measures as to discourage further borrowing 
from it. For example, the concessional rate of interest could be withdrawn. 
The different stages of this process could be so devised that it may automatically 
lead to self-reliance over a period of time. This kind of programme is necessary' 
for obvious reasons. The latter type of regions comprise a much greater part of 
the country and when they enter the stage of expansion, the demand for funds 
will be so great that the Reserve Bank of India may have difficulty in meeting 
all the requirements of all the regions simultaneously. But if the dependence 
of the regions most developed in cooperative banking could be reduced, the 
Reserve Bank of India would find it easier to meet the demand for credit from 
the latter type of regions. It is, therefore, imperative that a systematic programme 
of progressive reduction in the dependence of both regions, and within regions 
the dependence of individual banks should be formulated. 

In order to be self-sufficient the cooperative banks have to mobilise savings 
from the community. The resources required for financing current and capital 
investment in the countryside will have to be found in a good measure from 
urban savings for some time to come, and it would not be realistic to expect 
such a flow of urban resources to take place through private investment activity. 
The transfer of funds to rural areas has, therefore, to be effected mainly through 
cooperative banks. The deposit-raising role of cooperative banks is thus becom¬ 
ing increasingly important in the context of the development of the cooperative 
sector as a whole. The role of the Reserve Bank was vital to the cooperative 
movement as the cooperatives could not possibly meet their requirements of funds 
from their own resources only at this stage. In order to augment the supply of 
credit from the Reserve Bank, the liberalisation of the existing standards adopted 
by the Bank for sanctioning short-term as well as medium-term credit limits to 
cooperative banks b suggested. An inference that can be drawn from the ex¬ 
panding activities of cooperative banks is that unless deposits register a greater 
accelerated growth in future, these banks will have an increased dependence on 
the Reserve Bank of India funds in order to maintain the growth in advances. 
The aggregate deposits of 25 State cooperative banks maintaining accounts witli 
the Reserve Bank of India were only Rs 225 crores whUe borrowings from the 
Reserve Bank were as much as Rs 312 crores as on the last Fiiday of 1973-74. 

It follows from the above discussion that an ideal policy for these institutions 
in tlie future would be to strengthen their resources in the form of owned funds 
and deposits rather than depend heavily on Reserve Bank funds. Considering 
the large demand for cooperative credit in the context of the cooperative develop¬ 
ment scheme envisaged in the Five Year Plans, together with the fact that these 
institutions will be called upon to bear an increasing burden of tiic demand for 
credit in the future, it is important that they continue to strengthen tlieir 
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position. It is quite obvious that as the economy grows the cooperative banks 
must become increasingly self-reliant and ultimately reach a stage when they can 
be of assistance to the nonrural economy by investment of surplus funds. This 
is the development which has taken place in the Western coimtries and in 
Japan. But under Indian conditions, it is so far only a dream for the future. 
The ultimate guarantee for ensuring that the central bank’s contribution to 
cooperative credit does not prove to be inflationary lies in the progress which is 
made in strengthening cooperative credit institutions and in the fulfilment of 
the other allied aspects of the ‘integrated scheme*. 


The Reserve Bank of India’s Statutory Control over the 
Cooperative Banking Structure 

The Reserve Bank of India has assumed statutory control over the cooperative 
banks after the passing of the Banking Laws (Application to Cooperative Socie¬ 
ties Act) 1965. The principal object of the Reserve Bank of India’s statutory 
control over the cooperative banks was to bring about an overall orderly growth 
and development of the banking sector. With the increase in size and the variety 
of their operations, both in respect of raising deposits and making loans, the 
cooperative banks assumed an unmistakable relevance to the Reserve Bank’s 
responsibility for monetary management and credit control. Cooperative 
banks could now be treated as an integral part of the banking system of the 
country. The general approach was not to make the Banking Companies 
Act bodily applicable to the cooperative banks but to apply its provisions on 
a selective basis so that cooperative banks might be helped to play their ex¬ 
panding role with greater efficiency and success. The Banking Laws (Applica¬ 
tion to Cooperative Societies Act) 1965, envisaged amendments to the Reserve 
Bank of India Act, 1934, and the Banking Companies Act, 1949, which has been 
renamed the Banking Regulation Act. This Act envisaged the scheduling of 
the State cooperative banks in terms of the relevant provisions of the Reserve 
Bank of India Act and the licensing of the State and Central cooperative banks 
and the primary cooperative banks with paid-up capital and reserves of Rs 1 
lakh and above. All cooperative banks in existence must apply for licence within 
three months of the commencement of tlie Act. Those organised later will have 
to obtain a licence before they are allowed to function as banking institutions. 
The Reserve Bank has also the power to cancel the licence issued to any co 
operative bank if its affairs are mismanaged and are detrimental to the deposi¬ 
tors and creditors. The 14 scheduled cooperative banks are required to main¬ 
tain a minimum balance equal to 3 per cent of their demand and time liabilities 
witli the Reserve Bank of India, central cooperative banks with the State co¬ 
operative banks, and primary cooperative banks with the central cooperative 
banks. The new Act also requires that the cooperative banks must maintain a 
total liquidity at 20 per cent of their demand and time liabilities in the form of 
cash, gold and unencumbered approved securities valued at a price not exceeding 
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the market price. It is provided that this percentge will be raised to 25 per 
cent in addition to the minimum cash reserves of 3 per cent two years after the 
commencement of the Act. The Reserve Bank, at present, adopts a liberal out¬ 
look as to the imposition of liquidity restrictions on scheduled State cooperative 
banks. The statutory liquidity ratio (SLR) and net liquidity ratio (NLR) 
requirements of the scheduled commercial banks, 33 and 39 per cent respectively, 
are not applicable to scheduled state cooperative banks. At present a scheduled 
state cooperative bank has to maintain 28 per cent (25-|-3) liquidity instead of 
37 per cent (33-1-4) applicable to scheduled commercial banks. Gradually 
further statutory restrictions are likely to be imposed on their activities. The 
Act contains provisions for imposing restrictions on intercooperalive bank invest¬ 
ments. The statute vests in the Reserve Bank the statutory power to conduct in¬ 
spections of all the cooperative banks through its own machinery and, in the case 
of primary cooperative banks, through the agency of the State cooperative 
banks. (For details see Chapter 12.) 



Observations 


A section of society did not relish the entry of the Reserve Bank of India 
into the cooperative movement in such a big way. The idea of the Reserve 
Bank of India was only to impart a proper banking bias to the working of the 
cooperative banks in the country in order to secure a balanced and healthy 
growth of the institutional system of credit for the cooperative sector and an 
orderly development of organised banking. The Reserve Bank has given an 
assurance that the federally integrated character of the cooperative credit struc¬ 
ture and the special needs and requirements of the cooperative banks will conti¬ 
nue to be borne in mind. 


The Agricultural Credit Department of the Reserve Bank, which is familiar 
with the working of the cooperative banks and the cooperative credit structure, 
has been entrusted with the responsibility for the administration and enforce¬ 
ment of the new Act insofar as it relates to cooperative banks. The legislation 
has been reckoned as the recognition of an attainment of maturity by the 
cooperative banking structure and of the growing importance of cooperative 
cre^t in the economic life of the country. Despite the various restrictions envisag¬ 
ed in the new statute, the cooperative banks will continue to enjoy the privileges 
and concessions in respect of borrowings from the Reserve Bank at 2 per cent 
below bank rate in case of short-term loans and 1.5 per cent below bank rate 
in case of medium-term loans. 

It must, however, be observed that the present inclination of the cooperative 
banks to borrow more from the Reserve Bank is based on the fact that such 
accommodation, carrying as it does a concessional rate of 2 per cent less than the 
bank rate, is l«s costly than funds raised in the form of deposits. The Reserve 
Bank should, in the circumstances, set a target for each Central cooperative 
bank in respect of the amount by which it should increase its deposits during 
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each year, on the basis of all the relevant data available and with special consi¬ 
deration for banks which are at a relatively early stage of growth. If this target 
is reached or exceeded, the bank concerned should be charged a rate of interest 
which is 0.5 per cent below the concessional rate charged for such finance on its 
borrowings from the Reserve Bank during the year. On the other hand, 
if the bank fails to achieve the target and the short-fall is less than 50 per cent, 
the bank should be charged an additional penalty rate of 0.5 per cent above 
the concessional rate. If the short-fall is more than 50 per cent, the additional 
penalty rate should be one per cent. 

It is, however, expected that close control and association with the Reserve 
Bank of India will help in evolving suitable standards in the sphere of cooperative 
banking which will ensure orderly development and sustained grow-th. The 
statutory inspection is bound to bring about considerable improvement in the 
operational standards of the cooperative banks. Public confidence in the co¬ 
operative banks may improve considerably as all the advantage hitherto enjoyed 
by the scheduled banks will be accessible to cooperative banks as well. The 
scheduled cooperative banks are expected to attract more deposit funds. In 
respect of financing rural industries, the State and Central cooperative banks 
have been included in the list of approved institutions under the credit guarantee 
scheme of the Reserve Bank of India. 

The Mehta Committee has also observed that the Reserve Bank is likely to 
have to play a prominent part in cooperative financing for many years to come. 
The magnitude of cooperative financing as envisaged in the Third and the 
Fourth Plans and the complete implementation of state partnership are likely to 
enjoin upon tlie Reser\'e Bank the responsibility of providing funds to cooperative 
banks on an even larger scale than in the past few years. But the financial 
assistance from the Reserve Bank must be viewed in relation to the pace of agri¬ 
cultural development and the total credit requirements of agriculturists in the 
long run. The financial salvation of agricultural industry lies in finding for it 
an equally efficient counterpart of the joint stock system of finance which is 
available to the large-scale organised industries. But in order to make any insti¬ 
tutional system of financing a complete success not only the problems of 
production credit but also processing, warehousing and marketing have to be 
tackled whole-heartedly and simultaneously. That requires large capital invest¬ 
ment, medium, and long-term credit on an increasing scale to place agriculture 
on as sound a footing as industiy. Now the question is whether the cooperative 
banking structure which is developing fast with the tripartite contribution of 
the Government, the Reserve Bank of India and the State Bank of India, will 
ever be in a position to shoulder the entire responsibility, without any outside 
assistance. Expert opinions on the matter are divergent, but a majority of them 
hold that even if the cooperative banking system stretches its resources and 
capacity to the utmost, and even with sucli assistance as is available from the 
Reserve Bank of India, it is beyond its capacity to tackle this question to the 
satisfaction of the requirements of agricultural industry apart from other 
considerations. 

It is, therefore, obvious that the progress of agriculture cannot be tied to the 
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progress of cooperative credit alone and efforts should not be concentrated 
solely in the cooperative sector. The cooperatives would be all the better, and the 
farmer better served too, if other institutions coexisted with the cooperative 
organisation in healthy competition.® Imposition of social control and nationali¬ 
sation of banks is both a challenge and an opportunity awaiting the commercial 
banks in the rural sector of the economy. Commercial banks operating in rural 
areas will find it profitable to extend credit in suitable forms to marketing 
societies, land development banks and industrial cooperatives. It would be 
in their own interest, and in the interest of the orderly functioning of the 
national structure of credit, to deal with cooperative clients, and in perfect 
understanding with the appropriate cooperative bank which most often will be 
the apex cooperative bank. In fact, it would be advisable, in the light of past 
experience and of future expectations, for representatives of the cooperative 
and the commercial banking systems to meet to evolve generally acceptable 
norms and procedures of mutual dealing. It is hoped that the good offices 
of the Reserve Bank of India will prove helpful in this context. Much colla¬ 
borative and constructive thinking along these lines is urgently called for. 
It is only through coordination of the various agencies operating in the field of 
rural credit that the maximum use can be made of the available resources which 
could be devoted to the needs of agriculture. 

The objective of social control and nationalisation of banks would be belter 
realised and the optimum growth rate for the economy achieved if amendments 
to the Banking Regulation Act conferred on the Reserve Bank new', more 
positive and purposeful powers to ensure that the fields of assistance by the 
banks to the agricultural sector include finance for input distribution, crops, 
plantations, marketing including storage, medium-term capital investment 
purposes such as pump sets, tractors, etc. and finance for fisheries, dairies, 
poultry fanning and cold storage, etc. 

The Reserve Bank has not entered the field of agricultural finance as a perpe¬ 
tual lender, its main object is to build up a self-sustaining system of agricultural 
finance and then to retire gracefully from the active participation in the 
niovcmcnt. The Reserve Bank itself has pointed out that its functions arc more 
to create monetary conditions under which commercial banks, cooperative 
institutions, and private agencies can operate on sound and economic lines 
rather than supply credit itself. 

The picture of development of cooperative banking which emerges from the 
above analysis and review of the progress is bright only in parts, dim in a few 
^nd quite dark in others. It is impressive in the States of Maharashtra, Gujarat 
^d Madras and poor in the States of Assam, Bihar, Orissa, Rajasthan and 
West Bengal. The remaining states fall in the intermediate position, where 

mough the results are not unsatisfactory, they leave much scope for improve¬ 
ment. 

The growuig overducs of the cooperative financial institutions have given 

* In order to supplement the cooperative sector 50 regional rural banks fused with rural setting 
and environment are being established. 
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rise to considerable anxiety. Credit organisations can not function effectively 
unless their cash flow is regular and their liquidity is maintained. Credit for 
productive purposes ought to be repaid as soon as production is achieved. 
The accumulation of overdues also threatens to rob the financial institutions 
of their refinance facilities. The percentage of overdues to loans outstanding 
has been increasing alarmingly as is evident from Table 6.3. 


TABLE 6.3. Overdues of Cooperatives, 1967-68—1971-72 

(Amount in crores of rupees) 



1967-68 

« 

197-172 

Percentage of overdues to loans 
outstanding 

1967-68 1971-72 

State Cooperative Banks 

18.12 

38.34 

5.1 

6.9 

Central Cooperative Banks 

135.82 

319.36 

24.7 

35.9 

Primary Agricultural Credit 
Societies 

170.98 

376.68 

32.0 

44.0 


The causes of overdues are both external—those which are beyond the control 
of the lending institutions, like the occurrence of natural calamities, irrigation 
facilities and cropping pattern; and internal—those relating to organisational 
and supervisory arrangements obtaining within the institution. However, 
defective lending policies pursued by cooperatives, the general apathy of 
managements, and also the unfavourable attitude of State Governments have 
also served as contributor)' factors. It is our conclusion that without the con¬ 
nivance of the management of the cooperative financial institutions, a sizeable 
portion of the overdues could not have been accumulated. There should be 
automatic cessation of the managing committee if the amount of default exceeds 
70 per cent of the demand. Certain additional legislative measures are also sug¬ 
gested, for example, the denial of certain rights to defaulting members and 
compulsory recovery from sale proceeds of produce. 

For an effective solution of the agricultural credit problem, it is essential to 
integrate a crop insurance scheme with the development and extension of 
cooperative credit societies. Crop insurance initiates an automatic price support 
programme for agricultural products and acts as a safeguard against fresh debts 
incurred during periods of crop failure. The Agricultural Credit Department of 
the Reserve Bank of India in close collaboration with the rural branches of the 
Stale Bank of India can easily be entrusted with the task of the administration 
of a Slate-sponsored national crop insurance scheme. The local cooperative 
societies may be requested to assist the rural banks in the work of selling insurance 
policies on a commission basis. The Agricultural Credit Department of the 
Reserve Bank should give serious thought to the problem of crop insurance 
and undertake special research and enquiries on the various facets of the prob¬ 
lem and prepare a national crop insurance scheme to be integrated with the rural 
credit plan. 
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While there has been a very large expansion in cooperative credit since 1951. 
the demand out-stripped this expansion. The creation of an Agricultural Credit 
Board in the Reserve Bank of India is thus thought essential in view of the ex¬ 
panding dimension and complexity of the role of the Reserve Bank in relation 
to the changing needs of credit for the green revolution. This major structural 
change is strongly suggested in the present arrangements in the Resen e Bank 
so as to ensure that the formulation, review and modification of the Resene 
Bank’s policies in the sphere of rural credit are effectively entrusted to a high- 
powered group of knowledgeable persons. The various promotional, refinancing, 
and coordinating functions in the realm of agricultural credit which the Resen e 
Bank discharges today are appropriately located in the central bank of the country-. 

The socio-economic significance of enabling persons of modest means to join 
together to maximise the output of their productive endeavour has special rele¬ 
vance in a democracy which has adopted planning as a method of expediting 
its economic growth. A well-conducted and progressive cooperative association 
does good not only to its own members but also to the community. In its special 
field of monetary management and credit control, these group activities of 
comparatively small men also help the implementation of the policies of the 
Reserve Bank. In a democratic way of life, the prevalence of despair and lassi¬ 
tude among the large base of the social pyramid would spell disaster. The 
special encouragement offered to cooperatives is justified not so much by the 
claims of individuaU who constitute a cooperative, but by the benefit which 
the conmiunity hopes to receive by the satisfactory functioning of cooperative 
bodies. The development impulse in the country wUl be greatly strengthened, 
and indeed quite widely diffused, if the process of development strikes at the root 
of the agricultural economy and this is just the sort of development that can take 
the country forward on a new wave of enthusiasm endeavour and achievement. 

To conclude, it has been said, that the Indian institution has been continually 
‘diluting’ the essence of central banking by extending the scope of its functions 
more and more beyond the frontiers of central banking proper.* No less an 
authority than Professor Sayers has given his blessings to the undertaking of com¬ 
mercial banking business by central banks in underdeveloped countries where 
there arc gaps in the financial machinery to be filled. It is his opinion that the 
central bank should think solely of filling the gaps unfilled by others. If there 
arc no gaps, well and good; it should then stand aside."* His argument is thus 
applicable to an underdeveloped economy like India where the financial and 
credit system is still immature. In the early stages of a developing economy the 
central bank has to play a promotional role in broadening and deepening the 
structure of insdtutional facUities for the financing of the country's economic 
development, with itself as the central arch of the banking and monetary frame¬ 
work of the country. In the Indian context, the Reserve Bank of India should 
not, therefore, abandon its promotional role at this stage and cannot, ‘gracefully 
withdraw just to concentrate on central banking functions proper. 

• For details see Chapters 7 and 9. 

»»Sayers, R. S., op. cit, p. 118. 



7 


The Role of the Reserve Bank 

of India in the Sphere of 

Industrial Finance 


Aspects of the Problem of Ensuring Adequate Supply of 
Industrial Finance 

The problem of ensuring an adequate supply of industrial finance has many 
facets. In the first place, the overall volume of investment depends on the volume 
of savings generated within the economy and the resources that can be obtained 
from external sources. Part of the domestic savings are generated by industry 
itself and the extent to which this is done reduces its reliance on savings in the 
rest of the economy. One aspect of the problem, therefore, is to enable industry 
to generate as much savings as it can. As to savings in the rest of the economy, 
the problem is twofold: to increase the total quantum of savings and to develop 
an institutional structure which specialises in the collection of savings and their 
profitable investment. The former is a problem of overall economic policy 
in which monetary policy also plays a key role. The latter is the promotional 
aspect of central banking policy which has to include, if it is to be comprehensive 
enough, steps to meet the needs of sectors where initial profitability is low owing 
either to organisational weaknesses such as in the case of small industry, or owing 
to rather long gestation periods such as in the case of heavy industries. The 
promotional role of the monetary policy in India is to improve the efficiency of 
the banking and other financial institutions, to extend sound credit where 
needed, and to respond pliantly and promptly to changing conditions. The 
promotional aspect of central banking policy is thus concerned with locating 
institutional gaps in the credit structure and making a positive attempt to fill 
them. Wc shall concentrate here on the dynamic role of the Reserve Bank of 
India in establishing new institutions and reorganising the old ones for the 
deliberate promotion of institutional credit in order to enlarge the industrial 
sector and also to monetise the economy. 

At the time the country embarked on planned development there were serious 
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gaps in the institutional structure. The commercial banks and the stock 
exchanges were the two main types of institutions to which the industry had to 
turn for its financial requirements. The need for rapid industrialisation on the 
one hand, and the inadequacy of facilities in the domestic capital market on the 
other, provided the setting for the Reserve Bank’s entry in these fields. 

Rapid industrial development necessitates an adequate supply of finance 
for the purposes of fixed and working capital. Indian commercial banks, gene¬ 
rally, are unwilling to provide long-term industrial finance on the grounds that 
they cannot afford to lock up capital and other assets in long-term investments. 
Investment Trusts and Issue Houses for financing industries are rare in India. 
Therefore, after Independence, the Government decided to set up special finan¬ 
cial institutions for the provision of medium and long-term credit to industrial 
enterprises. The Reserve Bank played an active part in setting up special 
agencies to survey term credit. It provided a portion of the capital and borrow¬ 
ing facilities to these institutions and renders them, especially the State Financial 
Corporations, much assistance in their organisation and working. 

n 


The Indastrial Finance Corporation of India: Planwise Financial 
Assistance: Its Contribution to the Gross Capital Formation 

The Industrial Finance Corporation of India (IFCI) was established on 
July 1, 1948, with a view to making medium and long-term credit more readily 
available to public limited companies and cooperative enterprises where normal 
banking facilities would not be available to them and recourse to the capital 
market would also be impracticable. The ownership pattern of the IFCI 
before the establishment of the Industrial Development Bank of India (IDBI) 
and subsequently is shown in Table 7.1. 

The Reserve Bank also subscribed to the bonds issued by the IFCI and agreed 
to forgo the dividends accruing on its shares in it. This was with a view to 


TABLE 7«1» ShArehotclen of Che IFGl 


Clou of thartholdtrt 

Percentage of sharei 

As on Jum 30, 1964 As on 

ftau 30, 1973 

1. Central Government 

20.0 


2. Reserve Bank of India 

20.7 


3. Commercial Banks 

24.3 

20.0 

4. Life Insurance Corporation of India 

25.3 

22.0 

5. Cooperative Banks 

9.7 

8.0 

6. Industrial Development Bank of India 


50.0 

Total 

100.0 

100.0 
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Strengthening the financiai position of the IFCI- Such dividends are required 
to be credited to a special reserve fund until the a^regate of the sum so credited 
exceeds Rs 50 lakhs. In addition, an amendment to the Reserve Bank of India 
Act, 1953, authorises the Reserve Bank to grant loans and advances, both short 
and medium-term, to it. No ma ximum has been laid down in the Act on the 
outstandings of short-term accommodation (repayable within 90 days) granted 
against Government securities; the medium-term assistance (maturing within 
18 months) should not, however, on any date exceed Rs 3 crores. 

Over the first twenty-five years the net cumulative assistance sanctioned by the 
IFCI amounted to Rs 439.82 crores. Table 7.2 presents a detailed picture of 
the assistance sanctioned and disbursed by it, classified according to the Five 
Year Plans. 


TABLE 7.2* Net Financial Assistance Sanctioned and Disbursed hy the IFd 

Plan%vise 1948.73 


(In erwes of rupees) 


Tiar ended 

June 30 

Net Financial assistance sanctioned 

Financial assistance disbursed 

Loans 

Under' 

writings 

Guaran- 

Ues 

Total 

Loans 

Under' 

writings 

Guaran' 

tees 

Total 

1 

2 

3 

4 

5 

6 

7 

8 

9 



Period Prior to the First Plan 




1949 

3.25 



3.25 

1.33 



1.33 

1950 

2.90 



2.90 

2.08 

— 

— 

2.08 

1951 

1.98 



1.98 

2.38 


— 

2.38 

Total 

8.13 



8.13 

5.79 



5.79 




The First Plan Period 




1952 

3.20 

■ 


3.20 

1.78 



1.78 

1953 

0.53 



0.53 

2.50 

— 

— 

2.50 

1954 

4.10 


— 

4.10 

2.82 


— 

2.82 

1955 

5.13 



5.13 

1.64 


— 

1.64 

1956 

14.06 

— 

— 

14.06 

2.20 

— 

— 

2.20 

Total 

27.02 


— 

27.02 

10.94 

— 

— 

10.94 




TTte Second Plan Period 




1957 

9.15 



9.15 

9.78 



9.78 

1958 

5.93 

0.75 

1.82 

8.50 

8.33 



8.33 

1959 

2.77 

0.87 

0.27 

3.91 

7.48 

0.66 

— 

8.14 

1960 

12.62 

0.10 

6.06 

18.78 

8.41 

0.17 

2.09 

10.67 

1961 

18.58 

1.84 

8.15 

28.57 

6.62 

0.48 

13.02 

20.12 

Total 

49.05 

3.56 

16.30 

68.91 

40.62 

1.31 

15.11 

57.04 
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TABLE 7.2 —Continued 


1 

2 

3 

4 

5 

6 

7 

8 

9 




The Third Plan Period 





1962 

17.84 

0.73 

0.48 

19.05 

10.92 

0.24 

0.41 

11.57 

1963 

19.82 

4.63 

10.62 

35.07 

15.05 

3.99 

3.18 

22.22 

1964 

23.61 

4.30 

13.16 

41.07 

16.94 

1.96 

6.39 

25.29 

1965 

19.39 

3.55 

3.92 

26.86 

19.79 

3.36 

14.65 

37.80 

1966 

21.47 

3.96 

1.35 

26.78 

23.99 

4.48 

2.17 

30.64 

Total 

102.13 

17.17 

29.53 

148.83 

86.69 

14.03 

26.80 

127.52 




The Annual Plans 





1967 

12.34 

1.87 

4.00 

18.21 

29.52 

2.90 

5.64 

38.06 

1968 

14.90 

1.48 

0.85 

17.23 

23.35 

1.06 

2.61 

27.02 

1969 

22.71 

2.42 

0.29 

25.42 

15.03 

1.68 

0.28 

16.99 

Total 

49.95 

5.77 

5.14 

60.86 

67.90 

5.64 

8.53 

82.07 




The Feurih Plan Period 





1970 

11.20 

1.19 

0.13 

12.52 

16.86 

0.85 

0.34 

18.05 

1971 

26.51 

2.20 

0.42 

29.13 

16.28 

0.87 

0.20 

17.35 

1972 

33.59 

4.68 


38.27 

20.99 

1.00 

0.11 

22.10 

1973 

43.16 

2.34 

0.65 

46.15 

30.00 

2.34 

0.61 

32.95 

Total 

114.46 

10.41 

1.20 

126.07 

84.13 

5.06 

1.26 

90.45 

Grand Total 

350.74 

36.91* 

52.17 

439.82 296.07 

26.04 

51.70 

373.81 


• Includes direct subscription of Rs 3.13 crorcs. 

Note: The figures given in the table do not tally with those given in the Annual Report for pre¬ 
vious years on account of cancellations/adjustments subsequently made in the figures for 
previous years. 

Source: The 25th Annual Report of the IFCI. 


An analysis of the operations of the IFCI shows that invariably the lai^est 
share of the assistance sanctioned by it has gone to Maharashtra, West Bengal 
and Tamil Nadu—the three most industrialised States in the Union—at the cost 
of industrially backward regions. In 1963 Maharashtra’s share was 17.5 per 
cent, West Bengal’s 10.6 and Tamil Nadu’s 16.1 making a total of 44.2 per cent. 

Byl969-70theshareofMaharashtrashotupto33.9, ofWcst Bengal to 18.3 and of 

Tamil Nadu to 15 per cent. There was little change in the regional concentra¬ 
tion of assistance although a new policy of special assistance to backward areas 
has been adopted by the IFCI since 1970. Even in 1973 the picture is not very 
different from that of 1963, In niid-1973 the share of the three premier States 
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constituted 44.6 per cent—about the same percentage as in 1963 with Maha¬ 
rashtra’s share alone accounting for 22.6 per cent. That the IFCI has not 
succeeded in contributing significantly to the industrial development of back¬ 
ward regions is evident from Table 7.3, 


TABLE 73. Percentage Share of Assistance of the IFGl to Different States 

1963 and 1973 



1963 

1973 

Bihar 

6.1 

5.1 

Kerala 

3.9 

3.4 

Mysore 

7.4 

6.7 

Assam 

3.9 

1.7 

Rajasthan 

5.4 

3.9 

Orissa 

4.4 


Andhra Pradesh 

5.9 

6.6 

Uttar Pradesh 

6.5 

8.6 

Madhya Pradesh 

0.9 

2.3 


Source: Compiled by the author from the 25th Annual Report of the IFCI. 


In terms of industrywise distribution of assistance also there have been marginal 
shifts only. On June 30, 1973, for instance, the sugar industry was the laigest 
single recipient of assistance with 22.7 per cent of the total. Metallurgical 
industries claimed 13.7, engineering industries 13.6 and textiles 12 per cent. 
These groups claimed more than 60 per cent of the total assistance given by 
the IFCI. Compared to the earlier period, fertilisers and paper have been get¬ 
ting a larger share of assistance of late. Recently, however, the IFCI has paid 
attention to the hotel industry. 

The IFGI’s assistance to cooperatives accounted for only 3 per cent of the total 
sanctioned in 1948-49. It moved from 20 in 1968 to 31.5 per cent in 1972-73. 
Again in the cooperative sector sugar units alone enjoyed the lion’s share of 
assistance, about 90 per cent. The diversion of such a large proportion of the 
IFCI’s resources to the cooperative sector away from the privately organised 
industrial sector for the assistance of which it was primarily designed is open 
to serious criticism. Among the sugar cooperatives again, the bulk of its 
assistance went to a single State—Maharashtra. The wisdom of concentrating 
in one kind of industry and that in a particular region is questionable. It does 
not satisfy the primary canon of industrial financing—the diversification of the 
risks of investment. One wonders why the IFCI, rather than the cooperative 
banking system, has been chosen as the instrument for financing industrial 
cooperative.s. With the institutional machinery of cooperative banks being more 
effectively developed under the care of the Reserve Bank of India, the time has 
come for the IFCI to wean itself away from its absorbing interest in the sugar 
cooperatives. 

Again, it was pointed out that the IFCI loans were generally in favour of large 
firms. It does appear to have an unwarranted bias in favour of the bigger units 
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within the lai^e industrial sector. Moreover, it has relaxed its efforts to extend 
special consideration to applications coming from the relatively less developed 
parts of the country (see Table 7.3). 

Although the assistance provided by the IFCI is somewhat unevenly distribut¬ 
ed over the various States, it has, nevertheless, to be appreciated that long-term 
credit is only one of the several factors which go into the establishment of an 
industry in a particular area. The IFCI cannot create the basic conditions 
required for the success of an industry. Even in the field of industrial finance, 
it is required to act on business principles as per Section 6of the IFC Act, 1948, 
and as such, can only stretch itself to a point and take limited and calculated 
risks to foster the establishment of industries in the less developed States. For 
a major breakthrough, assistance has to be provided in other ways, and possibly 
through other agencies. 


m 

Role and Achievement of the State Financial Corporations 

The IFCI helps only limited liability companies; it does not meet adequately 
the medium and long-term credit needs of medium and small-scale industries. 
To close this gap, the Reserve Bank of India in the early fifties helped establish 
various State Finance Corporations (SFCs). It also provided technical assist¬ 
ance in organising them and offered advice to them in matters of policy and in 
operations. Indeed, the SFCs have close relaiioiis with the Reser\'e Bank whicli 
has one nominee on the Board of Directors of each of them, who could also 
function on their respective executive committees. The SFCs generally consult 
the Reserve Bank in the matter of appointing managing directors and there 
have been instances when the Reserve Bank has deputed its own officers to work 
as managing directors. Apart from the statutory provision which specifies that 
the Reserve Bank should be consulted before the SFCs issue any bond or deben¬ 
ture for the purpose of increasing their working capital, or frame regulations 
under the SFC Act, the Reserve Bank’s advice and assistance are sought by 
them on important matters of policy, for instance in the investment of their funds. 
The Reserve Bank has also been given powers, by an amendment of its statute, 
to make suitable loans to these institutions as and when necessary. 

The percentage distribution of the shareholdings of all the SFCs together by 
class of shareholders as on March 31, 1963, is given below; 

1. State Government 

2. Reserve Bank of India 

3. Scheduled banks, insurance companies, etc. 

4. Others 


100.00 


46.3 

17.5 

32.5 
3.7 


The Reserve Bank also subscribed to their bonds. In addition to the short and 
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medium-term facilities provided by it, the SFCs get both banking and redis¬ 
counting facilities also with it. The Reserve Bank gets periodic reports from these 
institutions to ascertain the soundness of their operations. Recently, it has 
been empowered to inspect them. Thus, by v'arious measures the Reserve Bank 
maintains an effective tie with these financial corporations. In addition, eight of 
them availed of the credit facilities from the Reserve Bank in terms of Section 
17(4A) which enables them to borrow from it for periods up to 18 months. Table 
7.4 sets out the broad trends in the loan operations of the SFCs over the years. 


TABLE 7.4. Loan Operations of the SFCs 

(Amoimt in crores of rupees) 


As on Mar. 31 
(June 30 for 

TJIC up to 1972) 

J^'umber of 

SFCs 

Total 

elective 

iatutions 

Total 

disbursals 

Total 

loans 

outstanding 

Outstanding loans 
to small-scale in¬ 
dustries 

Percentage of 
{6) to (5) 

1 

2 

3 

4 

5 

6 

7 

1956 

12 

7.1 

4.2 

3.6 

Not available 


1961 

15 

32.1 

22.5 

17.0 

3.5 

20.5 

1966 

15 

108.0 

84.1 

60.4 

11.5 

19.1 

Fourth Plan 

1971 

18 

234.5 

185.4 

128.7 

52.0 

40.4 

1972 

18 

293.8 

225.1 

155.8 

72.4 

46.4 

1973 

18 

363.0 

267.9 

181.8 

91.1 

50.1 

1974 

18 

459.3 

323.3 

216.2 

119.9 

55.5 


It will be evident that although prior to 1966, the SFCs were channeling a major 
share of their assistance to ntcdium-scale industries, the trend has since been 
reversed and the bias is now in favour of the small-scale sector. As a matter 
of fact, in recent years, the lion’s share of assistance (65-79 percent amountwise 
and over 91 per cent numbenvise) has gone to the small-scale industries as may 
be seen from the Table 7.5. 


TABLE 7«5. Share of Small-Scale Industry in SFG Loans 

(Amount in crow of rupees) 


Tear 

( Apr.-Alar.) 
Fourth Plan 


Loans sanctioned 


Percentage of 

Small scale 

All units 

[l)to(3) 

(2)W(4) 

So. 

Amount 

jVo. 

Artiouni 

1 


3 

4 

b 

6 

1971-72 

4736 

49.7 

4961 

63.3 

95.4 

78.5 

1972-73 

4599 

55.4 

4870 

78.0 

94.4 


1973-74 

5140 

67.1 

5595 

104.1 

91.9 

64.4 
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The SFC Act w'as closely modelled on the lines of the original IFC Act of 1948 
and is, therefore, subject to the same limitations and shortcomings. Moreover, 
the legal framework has in effect introduced a straight jacket institutional pat¬ 
tern for all the States without reference to their peculiar regional needs and 
economic conditions. 

Unlike the IFCI, the SFCs have not been auiliorised to subscribe directly 
to the equity shares of industrial concerns. They have been allowed to subscribe 
to ‘right’ shares only. It is rather curious that while permission has been granted 
to the IFCI to provide risk capital, it should still continue to be withheld from 
the SFCs. 

Some of the SFCs have been accepting deposits from the public in recent years 
but the response from the public has been poor. The Working Group on them 
has stressed the need for them to raise at least a part of their resources through 
deposits. With a view to making the deposits with such corporations more 
attractive, the Working Group has further suggested that deposit receipts issued 
by them be made assignable to third parties, so that depositors can obtain 
advances against their deposits by assigning the receipts to banks.^ The Reserve 
Bank of India is also encouraging the SFCs to build up a depoist portfolio 
and has asked them to adopt a rate structure which should generally be 0.25 
per cent higher than that allowed by the larger commercial banks.* 

In practice there is hardly any development bank which is known to have 
relied on this unorthodox and unsound method of raising funds for making 
medium or long-term industrial loans. The exhortation by the Reserve Bank 
and the Working Group amounts almost to an open invitation to the SFCs 
to take steps to attract more deposits. A scramble for deposits by the SFCs, 
which enjoy a Government guarantee, would be extremely unfair to the 
banking system; it would prove disastrous for the future working of the SFCs 
themselves and would pose a problem for the monetary policy of the Reserve 
Bank itself (for details see Chapters 9 and 12). 

The industrywise or purposewise breakdown of the loans and advances 
(outstanding) of the SFCs reflects that their interest has been mainly in favour 
of the ‘traditional group’ of industries. Textiles and food manufacturing industries 
between them made up 40.63 per cent of the outstandings, while chemicals, 
basic metal and metal manufacturing industries, paper and paper products and 
machinery, an assortment of ‘non-traditional’ industries accounted for 7.84, 
11.29,3.65 and 12.48 per cent respectively.* There has been a marked reluctance 
on the part of the SFCs to extend their operations to the fields of newly develop¬ 
ing industries. The management of the SFCs has shown a preference for 
industries m which the processes of production are simple and do not call for a 
detailed semtiny of the schemes at a high level of technical expertise. The 
fmancing of non-traditional’ industries sometimes involves relatively greater 
nsk. The SFCs with their slender resources and burden of subvenuon liabilities 

* Report of the Working Group, p. 31. 

• Restrve Bank of India BulUtin, February 1965, p. 190, 

^(frking Group on StaU Financial CorporatioTU, Reserve Bank of India, 1964 Table 
IX, pp* 94-95. ' 
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have been inclined to concentrate their operations in safer fields rather than 
venture into unknown spheres. The removal of the statutory ban on equity 
financing, the creation of a regional pool of technical experts to be maintained 
by a group of SFCs whose services they may draw upon not only for themselves 
but also for would-be entrepreneurs, some provision of foreign exchange re¬ 
sources, the fostering of further coordination between the SFCs on the one hand, 
and banks and other term-lending institutions on the other, more concern with 
earning prospects and less with tangible security, and last but not least, the 
development of a more imaginative outlook on the part of the management may 
induce the SFCs to concentrate more on industries which have a higher growth 
potential. 

As SFCs provide term finance and commercial banks both term and working 
capital finance to medium and small-scale industrial units, the question of 
evolving appropriate guidelines for cooidinating the activities of the lending 
institutions in this field has assumed much significance. The main problem 
is to avoid unhealthy competition bet%veen banks and the SFCs. The coordina¬ 
tion between banks and the SFCs in this matter is desirable in the larger interest 
of the medium and small industrial sectoi's. It is hoped that banks and the 
SFCs individually will be able to work out mutually acceptable arrangements 
in this regard. 

The conclusion may be drawn that the operations of the SFCs have reached 
a higher tempo than in the past and they hold out hopes for the future in the 
matter of the creation of additional employment opportunities through the 
financing of a large number of successful small-scale industrial units and in 
the correction of regional imbalances through directing increased amounts of 
assistance to industrially backward regions. One way for them to ensure a larger 
How of resources to finance a higher volume of business would be to take steps 
for a quicker turnover of their funds. Following the amendment to Section 25(2) 
of the State Financial Corporation Act, and the liberaUsation of the Credit 
Guarantee Scheme to give a higher guarantee coverage in respect of loans to 
technicians, if all of the SFCs adopted the required steps, such as the drawing 
up and implementation of special schemes for financing technician entre¬ 
preneurs and also the creation and use of a special class of share capital in terms 
of the new Section 4A of the Act, their contribution to the creation of a new 
class of entrepreneurs could be substantial 


IV 

Tlie Unit Trust of India: A Critical Analysis 

A related aspect of the Reserve Bank’s interest in industrial finance as well as 
in the mobilisation of savings is its initiative in setting up the Unit Trust of 
India in 1964. The Reserve Bank subscribed to the share of capital of the Unit 
Trust and is closely associated with its operation; in fact the Act incorporating 
it provides that the Board of Trustees must be guided by such directives as may 
be given by the Reserve Bank in the public interest. 
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The basic principle underlying the Unit Trust is to afford the small investor 
a means of acquiring a share in the widening prosperity, based on steady indus- 
tnal growth, of the country which combines the advantages of a minimum risk* 
and a reasonable return. While providing these facilities, tlie Unit Trust will 
Help, at the same time, in the mobilisation of resources and channelling them 
into mvestments, thereby increasing the overall productivity of capital and 
facUitating the ^owth of the economy. To enable the Unit Trust to function, 
It has been provided with an initial capital of Rs 5 crores contributed as follows: 
the Reserve Bank of India Rs 2.5 crores, the Life Insurance Corporation of India 
Rs 75 lakhs, the State Bank of India and its subsidiaries Rs 75 lakhs, and schedul¬ 
ed banks and other specified financial institutions Rs 1 crore. The operation of 
the Unit Trust is based on principles of scientific investment. In consequence, 
It has in its portfolio a balanced proportion of safe and liquid securities as well as 
growth of stocks offering prospects of capital appreciation and reasonable return 
on capital. Thus, the initial capital has been vested by the Trust in a balanced 
portfolio of securities of various categories. 

The general superintendence, direction and management of the affairs and 
bminess of the Unit Trust is vested in a Board of Trustees. The Board consists 
0 a Chairman appointed by the Reserve Bank from among persons having 
special knowledge or experience in commerce, industry, banking, finance or 
investment, one Trustee nominated by the LIC and one Trustee nominated by 
the State Bank, two Trustees are to be elected by the institutions contributing to 
Its initial capital but have presently also been nominated by the Reserve Bank 
of India. In addition, an Executive Trustee has been appointed by the Rcscr\'e 
ank. There is an executive committee consisting of the Chairman of the Board, 
te executive Trustee and two other Trustees nominated by tlie Reserve Bank, 
his Committee functions in all matters subject to the direction of the Board, 
n discharging its functions, the Board is required to act on business principles 
with due regard to the interest of the Unit-holders. In investing the funds of the 
rust, attention must be paid to the security of capital as well as to reasonable 
return ^including capital appreciation—on investment. Thus, guidelines have 
een provided in the regulations for the functioning of the Unit Trust and the 
employment of its funds. Investments by it in any one company should not ex¬ 
ceed 5 per cent of the value of the total invcstable funds of the Trust or 15 per 
cent of the value of securities issued and outstanding of such a company, which¬ 
ever is lower. Further, not more than 5 per cent of tlie investable funds should be 
^vested in the initial issues of securities of new industrial undertakings. The 

exercises overall control over the Unit Trust and has framed gene¬ 
ra regulations for the conduct of its affairs. It is also empowered to give specific 
rect'ons in matters of policy involving public interest. However, the role 
performed by the Reserve Bank with respect to shareholding and supervision 
o the Trust will, in future, lie with the Industrial Development Bank of India. 

The Unit Trust of India aims at building up a balanced portfolio consisting 

by U^mfonrung primary industrial securities, which arc individually risky, into indirect 
•eeuritie*, involving much less risk (Gurley and Shaw, Monn in a Theoiy of Financt, op. cit.. on. 4 

and 59-60). • yy 
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of both fixed and variable income-bearing securities yielding a reasonable overall 
return. The Act provides for significant tax concessions to the Trust and the 
Unit-holders.® The grant of relief from taxation is calculated to facilitate the 
operation of the Unit Trust and to encourage savings by individuals in the form 
of Units. The Trust has been conceived as a device for achieving the establish¬ 
ment of a socialist society in which the people will own the means of produc¬ 
tion, and distribution of products will be equitable. Like any other unit trust, 
tlic Unit Trust of India will operate on the principle of spreading risk by 
investing its funds in a balanced and well-distributed portfolio of investments. 
A small investor, for instance, who invests Rs 100 in the purchase of Units 
participates in the entire portfolio and derives the advantage that the risk of 
investment is either eliminated or reduced for him. 

Despite the apparent increase in the Trust’s sale of Units (Rs 12.6 crores 
annually during the first five years and Rs 21.8 crores annually during the second 
five-year period), it has hardly succeeded in its endeavour to mobilise a large 
volume of savings. This is clear from Table 7.6 which gives a comparative 
picture of collections by other agencies. 


TABLE 7.6. Unit Trust of India Sales Compared with Collections by 


Other Organisations 


(In CToru of ruptes) 


7“ear 

Premium collected 
by Lie (Apr. to 
Mar.) 

Increase in sche-^ 
dated banks <fr- 
posils* 

Small saoings (net 
collection) 

JWl sales of unUs 

Hie Third Plan 

1964-65 

162.3 

263.2 

128.0 

18.73 

1965-66 

179.8 

362.0 

150.8 

1.06 

Annual Plans 

1966-67 

197.0 

470.4 

117.6 

7.25 

1967-68 

213.0 

372.7 

122.4 

14.08 

1968-69 

234.8 

460.4 

117.6 

15.49 

Tfu Fourth Plan 

1969-70 

268.4 

675.1 

127.0 

20.79 


* Calendar years adjusted for PL 480 Fund. 


I'he data for the Fourth Plan will no doubt continue to confirm the same 
pattern in view of the trend of the phenomenal growth of deposits in the 
commercial banking and nonbanking companies’ sectors although there was 

* On January 7, 1975, die Government of India issued a special ordinance. Under this, an 
income up to Rs 2,000 excluswely from Units, will be totally exempted from income tax. This 
is over and above the existing exemption limit of Rs 3,000 on income from Units and other 
specified categories of investment. What the new tax exemption really means is one can have 
Units worth Rs 23,500 and get a sure and steady income from them vdthout paying income- 


tax. 
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increase in the sale of Units from Rs 20.79 crores in 1969-70 to Rs 30.3 crorcs 
in 1973-74. 

To sum up, the Unit Trust of India has started to play a vital role in harnes¬ 
sing the savings of society. It is essentially a financial intermediary to pool the 
mvestable rwources of numerous subscribers, particularly the small investors. 
A classification shows that salary and wage earners constitute the largest single 
group investing in Units. They accounted for 50 per cent of the applications and 
absorbed 40 per cent of the Units sold. 


The most important reason for the initial lack of interest of investor in the 
Unit scheme in 1964 is the monotony of having a single scheme or plan. In the 
UK and the USA unit trusts and mutual funds are doing booming business 
because they come forward periodically with a variety of investment plans. 
Investors have a choice between the various schemes of the trusts which offer 
a stable capital value with a rising income or a steady income with capital 
appreciation. Unless the Unit Trust of India endeavours to retain the public 
interest continuously, by offering new plans and variety, it cannot hope to win 
over investors or to remove their indifference and inertia. 

In the UK and the USA, investors can choose not only bet\vecn the various 
savings plans of the same trust but between different trusts also. In India the 
trouble is that there is a single trust in a monopolistic position, it just does not 
have the incentive or the initiative to attract investors. 

The slow rate of savings mobilisation also affects the Unit Trust of India 
in other ways. It has to maintain a large organisation and is unable to meet it's 


expenses out of the 5 per cent margin available from the income allocated to tlie 
Unit capital for distribution among Unit-holders. Only if the scale of operations 
of the Unit Trust grows adequately will it be possible for it to meet its expenses 
from the permissible margin of 5 per cent. The future of the Unit Trust move¬ 
ment thus rests on its ability to mobilise savings in a substantial way. It is time 
for new plans and attractions to make their appearance.® 

The Trust, in particular, has failed to reach rural areas where incomes arc 
now rising. Its structure is monolithic and basically centralised. It has been 
primarily concerned so far with a group of investors interested in good yields with 
stability. Under these circumstances, in a large country like India, similar trusts 
with comparable fiscal benefits and supervision by relevant authorities, are 
clearly warranted, both in the private and in the public sectors. The other policy 
issue is concerned with the organisational structure and managerial personnel 
of the Trust. The somewhat unnecessary conservatism of the Trust, reflected 
particularly in its investment policy, to a great extent, is due to the combination 
of management and trusteeship, in sharp contrast with the practice in 
other countries. A divorce between management and custody with well- 
organised rights and duties of all concerned would, perhaps, be a better 

arrangement. 


• The Unit-linked Inaurancc Plan has since been introduced. Sales of Units under the Plan 
amounted to Ra 33 lakhs during 1973-74 as against Rs 13 lakhs in the preceding year. 
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Operations of the Industrial Development Bank of India: 

Its Contributions to Industrial Development 

A major institutional development in the sphere of industrial finance was the 
enactment of legislation for the setting up of the Industrial Development Bank 
of India (IDBI) in 1964. The IDBI is a wholly-owned subsidiary of the Reserve 
Bank of India. The authorised capital of the IDBI has been fixed at Rs 50 
crores but, with the prior approval of the Government, it may be increased to 
Rs 100 crores by the Reserve Bank. The issued capital is Rs 10 crores which 
may be increased from time to time by the Reserve Bank with the prior sanction 
of the Central Government. The entire issued capital has been subscribed by the 
Reserve Bank. The initial paid-up capital of Rs 10 crores has since been raised 
to Rs 20 crores. The IDBI acquired, it may be recalled, a 50 per cent interest 
in the IFCI with effect from August, 1964. It can borrow from the Reserve Bank 
for short, as well as for long, periods. For this latter purpose, the Reserve Bank 
of India set up from its profits, simultaneously with the establishment of the IDBI, 
a National Industrial Credit (long-term operations) Fund with an initial contri¬ 
bution of Rs 10 crores and a promise of five more annual contributions of not 
less than Rs 5 crores a year. 

The establishment of the IDBI was called for, according to the Governor of 
the Reserve Bank of India who is also the Chairman of the IDBI,’ not only to 
coordinate the operations of the various term-lending institutions but also to 
promote really large-scale enterprises which require the mobilisation of the 
resources of the several financing agencies including the capital market. The 
role of the IDBI has been envisaged by its Vice Chairman® as the apex of an 
integrated structure of banking and financial institutions catering for the long¬ 
term and medium-term financial requirements of large-scale and medium-sized 
industry. It will not compete with, but will complement and supplement, the 
operations of other financial agencies. 

The IDBI has been functioning firstly, as a coordinating agency, secondly, 
as a refinancing device, thirdly, as an investment of direct financing, and last 
but not the least, as a promoter of key and other industries. The role envisaged 
for it is not merely that of a financing institution, but of a promotional agency 
with special responsibility to develop certain vital sectors of the economy. It 
is also expected to function as a developmental agency, according to the 
Governor of the Reserve Bank of India, to fill gaps in the industrial structure 
with regard to the industrial priority laid down and finance such priority projects 

wliich would, of necessity, require long gestation periods to become financially 
viable.* 


’’ Speech by Shri P. C. Bhattachar^'^'a, Chairman of the IDBI on the occasion of the Bank’s 
inauguration, Bombay, July 3, 1964. 

» Reserve Bank of India BtdUtin, February 1965, pp. 195-196. Madan, B. K., “Industrial 
Finance and the IDBI”. 

* P. G. Bhattacharyya, Commerce PamphUtS, p. 8. 
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The existing agencies for the provision of industrial finance frequently operate 
in the same field with hardly any demarcation of their specific spheres of activity; 
they may be competing with one another and their functions may also be over¬ 
lapping. Therefore, it was considered necessary to establish a proper relation¬ 
ship among the various industrial financing institutions and to provide leadership 
to all of them by a central coordinating agency. Thus, the IDBI was formed 
and it is expected to coordinate the functions and working of institutions which 
are mature and have already gathered a great deal of experience in their parti¬ 
cular fields and some of which can themselves assume the responsibilities of a 
coordinating agency. 

The IDBI, apart from being a coordinating agency, will function as a develop¬ 
ment financing institution as well. Its statute gives it wide latitude in regard 
to the forms of its assistance. In its capacity as a financial corporation, it will 
provide direct assistance in the form of loans and advances, or participate 
directly by subscribing to, purchasing or undei^vriting issues of stocks, shares, 
bonds or debentures. It can also guarantee deferred payments due from indus¬ 
trial concerns and loans raised by them in the open market or from specified 
institutions. It will also give fresh strength to the existing term-lending institu¬ 
tions by providing refinance for periods other than purely short-term, and 
by supplementing their capital and other resources. 

As a refinancing agency, the IDBI will refinance 

(i) long-term loans repayable between 3-25 years which may have been 
granted by the IFGI, the SFCs or any other notified financial institution 
to industrial concerns; 

(ii) medium-term loans repayable between 3-10 years granted by any 
scheduled or State cooperative bank to any industrial concerns; 

(iii) loans repayable between 6 months-10 years granted by banks, coopera¬ 
tive societies, and financial institutions like the IFCI, SFCs, etc., to indus¬ 
trial concerns or a group of industrial concerns in connection with the 
export of capital goods or other commodities from India. 

As a result of the refinancing functions assigned to the IDBI, tlie Refinance 
Corporation for Industry has become superfluous and has therefore been acquir¬ 
ed and converted into a wholly-owned subsidiary of the IDBI. 

The Reserve Bank of India’s long-term, medium-term, and short-term finan¬ 
cial assistance to the IDBI, IFCI and the SFCs througli subscriptions to their 
share and bond issue and also under Sections 17(4B)(b), I7(4A) and 17(4) (a) 
of the Reserve Bank of India Act is disclosed in Table 7.7. 

The performance of the IDBI. a wholly-owned subsidiary of the Reserve 
Bank of India, has been disappointing. The bulk of financial assistance was 
sanctioned to traditional industries such as cotton textUes, cement, paper etc 
It has exhibited little initiative so far in the exploraUon of investment possibilities 
and also for the stimulation of the capital market. A development banking 
institution nriust have skilled, experienced management with an opportunity to 
exercise independent judgment imaginatively.io Unfortuntely, the Indian 

Diamoad, W., Dmlopmeni Bankj, op. cit., p. 85. 



178 CENTRAL BAKKINC IN A PLANNED ECONOMY 


TABLE 7»7» of ftnd Xxidiistrial Finance 

Fourth Plan Period 


{In lakhs oj ruptts) 


At the end oj 



A. 

Long-Term Finance to 



Industrial Finance 
Corporation 

State Financial 
Corporations 

Industrial Development 
Bank of India 

Others 

(b) 

Shares 

(a) 

Bonds 

Shares 

Bonds 

Shares 

Bonds 


1 

2 

3 

4 

5 

6 

7 

1960-61 

103 

200 

235 




_ 

1965-66 


220 

243 

21 

1000 


309 




Fourth Plan Period 




1969-70 

— 

220 

243 

18 

2000 

_ 

627 

1970-71 


220 

243 

18 

3000 


2,984 

197I-72 

— 

220 

243 

2 

4000 


7,833 

1972-73 


220 

243 

2 

4000 


9,527 

1973-74 


220 

243 

2 

5000 


15,444 


(a) From August 1, 1964, all the shares of the Industrial Finance Corporation of India held 
by the Reserve Bank of India have been transferred to the Industrial Development Bank of India. 

(b) Relates to the data on long-term finance to Industrial Development Bank, for purposes of 
purchase of or subscription to stocks, shares, bonds, debentures issued by Industrial Finance 
Corporation, SFCs or any other notified financial institution or for purposes of any other business 
of Industrial Development Bank. 


Outstandings as 
on last Friday 

B. Mcdium^terffi finance to 

C. Short-term Jbiaiue U> 
State Financial Corpora- 
thnsV* 

Industrial Finance Corpora¬ 
tion of India (§) 

State Financial Corpora- 
iiotis^^ 


8 

9 

10 

1960-61 

51 


13 

1965-66 

82 

77 

52 


Fourth Plan Period 


1969-70 


222 

29 

1970-71 

166 

172 

71 

1071-72 

205 

443 

42 

1972-73 


388 

42 

1973-74 

•K) 

462 

2 

Mar. 73 

— 

388 

42 

Apr. ,, 

— 

401 

12 

May „ 


458 

12 

June „ 

2()8 

476 

19 

July „ 

154 

489 

17 

Aug. „ 

61 

166 

1 

Sept. „ 

— 

168 

ID 

Oct. „ 

141 

131 

17 


( ContdJ 
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8 

9 

10 

Nov. 73 

70 

173 

5 

Dec. „ 


291 

5 

Jan. 74 

— 

405 

. 

Feb. „ 

33 

392 

20 

Mar. „ 

40 

462 

2 


® Under Section l7(4B)(b) of the Reserve Bank of India Act. 
t Including Tamil Nadu Industrial Investment Corporation. 

• Under Section 17(4A) of the Reserve Bank of India Acl 
••Under Section 17(4)(a) of the Reserve Bank of India Act. 

Source: Report on Current end Finanee, Reserve Bank of India, 1973-74, p. $49. 


institution is sadly lacking in the vcnturesomencss essential to stimulate the 
private sector. The contribution of a development bank, of course, has to be 
judged not merely by the amount of funds it makes available but by the total 
investment that it is able to push through. Of late, the problem of regional 
disparity in the industrial g^rowth rate has assumed alarming proportions and 
has become a source of growing tension. The problem of regional imbalance 
has been partly mitigated by providing monetary incentives to backward states 
at a concessional rate. Of Rs 51 crores of assistance sanctioned by the IDBI 
for projects in the backward areas since June 1970, as much as Rs 36 crores 

(46 per cent as against a mere 14 per cent in 1972-73) was on a concessional 
basis in 1973-74 alone. 

From Table 7.7 it is clear that in relation to needs, botli in terms of magni¬ 
tude of investment ouUays and of diversifying the industrial structure, a large 
gap still remains. On a liberal and lenient basis it may be concluded that, 
particularly at a time when the capital market happens to be in a state of 
weakness, the pace of industrial investment has been sustained largely by the 
activities of the specialised corporations with the support of the Reser\ e Bank 
of India. (Details of the interest rate structure of the IDBI and a summary of 
its operations are given in the Annexures at the end of this chapter.) 


VI 


Credit to $mall«Scale Sector: Credit Gnarantee Scheme 

pother sector of industrial finance in which tlie Reserve Bank lias taken the 
initiative is that of credit to small-scale industry. It has sought to stimulate the 
fiow of bank credit to thh sector in a variety of ways—by granting preferential 
treatment of banks’ lendings to it, and more importantly, by operating a credit 
guarantee scheme for small industry. 

The Industrial Policy Resolution of 1948 as well as of 1956 assigned a 
significant role to small-scale industry in the overall industrial growtli in the 
country. To meet the requirements of credit for the small-scale industry, it was 
envisaged that while the Government credit agencies would have to play a 
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promotional role, especially in the early stage of growth, the financing institu¬ 
tions should gradually take over the responsibility of meeting the credit needs 
of the sector. A radical reorganisation of the capital market through public 
intervention was, therefore, taken up to ensure an increasing flow of institutional 
finance to meet the needs of the new industrial growth under Plan programmes. 
The process that started with the nationalisation of the Imperial Bank has now 
reached the stage of social control and nationalisation of major banking insti¬ 
tutions, providing for definite directions to the commercial banks to reorient 
their credit policies to meet the requirements of the priority sectors of the 
economy including small-scale industry. 

A phenomenal growth of modern small-scale industries has taken place in the 
country during the Plan periods. Numerically, the small-scale sector today 
predominates the industrial map of the countr>\ 

In providing institutional finance for the small industries, the Reserve Bank 
has been playing a vital promotional role. Acting as the agent of the Govern¬ 
ment of India, it formulated a credit guarantee scheme^* for providing 
guarantees to the financing institutions for a major portion of the finances ad¬ 
vanced by them to small industries. The basic objective of the scheme was to 
encourage the supply of institutional credit to small-scale industries. The actual 
percentage of the coverage under the scheme depends on the limit of the advance 
sanctioned as well as on the amount involved in default. 

The Credit Guarantee Sclieme for small-scale industries administered by the 
Reserve Bank of India is given in Table 7.7a. 


TABLE 7.7a. Credit Guarantee Scheme for Small-Scale Industries 

Fourth Plan Period 


f Amount in lakhs of rupees) 


As at the 
end of 
March 

Guarantees cut* 
standing 

Amount 

jVei amount of 
commission colUch 
ed (cumulative) 

Advances 
under default 

jXo. Amount 

Claims paid on 
account of invoca¬ 
tion of guarantee 
(cumulate} 

No. Amount 

Net surplus^ 
accrued to Co^ 

vemment 
( cumulative) 


1 

2 

3 

4 5 

6 

7 

8 

1960-61 

566 

175 


- - - _ 



_ 

1965-66 

12816 

4,970 

24 

54 18 

66 

9 

18 




The Fourth Plan Period 




1969-70 

92755 

61,871 

137 

407* 123* 

154 

20 

123 

1970-71 


74 684 

184 

1 799 589 

190 

25 

168 

1971-72 

— 

86,387 

263 

4,082 1,352 

258 

36 

237 

1972-73 

... 

103,633 

349 

6,538 1 905 

406 

60 

310 

1973-74 

— 

139,592 

452 

9,582 2,873 

808 

90 

393 


Note: The tigures in column Nos. 3 and 8 represent the position as at the close of the previous 
half year. •Estimated. 


Source: Report on Currency and Finance, 1973-74, p. S70. 

“ The Industrial Finance Department in the Reserve Bank of India which administers this 
Scheme works closely with the IDBI and is sup>er\’)sed by the same Deputy Governor who func¬ 
tions as the Vice-Chairman of the IDBI. 
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Under the scheme of social control and bank nationalisation small industries 
have been declared as one of the priority sectors of the economy, along with 
agriculture and exports, for credit advances from the banking institutions to 
support their production programme. The Banking Laws (Amendment) Bill 
has given wider scope to the Reserve Bank for issuing directives to the commer¬ 
cial banks in implementing credit policies for the priority sectors of the economy. 
Even before the enactment of the bill, the Reserve Bank had initiated a number 
of measures to encourage further flow of institutional credit to small-scale 
industries. Under the Reserve Bank’s credit policy announced in 1967, the 
increase in commercial banks’ advances to the priority sectors, which include 
small industries, over the average of such advances during the period May to 
October 1966 for the slack season and November 1966 to April 1967 for the busy 
season, would be taken into account as part of their liquid assets for the purpose 
of computing the net liquidity ratio of the banks. A further liberalisation towards 
priority sectors was made with the Reserve Bank’s announcement in January 
1968 that the total increase in commercial banks’ advances over the base period 
to the small industries guaranteed by the credit guarantee organisation would 
also be eligible for refinance at a concessional rate of 4.5 per cent Steps have 
been taken by the Reserve Bank for further liberalisation of the operation of the 
Credit Guarantee Scheme; these are the introduction of a revised form of 
^arantee application and opening of regional offices of the Industrial Finance 
Department at Calcutta, Madras, and New Delhi, besides Bombay, with a vieiv 
to expeditious disposal of the applications. The newly opened regional offlees 
have also been directed to maintain close liaison with the credit institutions 
Government and other agencies concerned with the financial and other needs 
of the mdustry, especially the small-scale sector. The Boards of Management 
of most of the major commercial banks have also been reconstituted with the 
inclusion of representatives from all the priority sectors through the good offices 
of the Reserve Bank. The cumulative effect of all these actions has resulted in an 

appreciable rise of advances to small-scale industries from the scheduled 
commercial banks. 


The State Bank of India has also announced the introduction of a new scheme 
on hberalised terms to finance small entrepreneurs with technical ability and 
worthwhile projects but lacking in financial resources. The scheme marks a 
major departure from the earlier one inasmuch as it puts more emphasis on 
immaterial assets m the shape of character and ability to run the industry 

^ccessfully rather than on the material assets possessed by the entrepreneur, 
ine impact of the scheme is yet to be felt. 

From a review of the role institutional eredit has so far played in meeting the 
overaU credit requirements of the small-scale industries, it is possible to pinpoint 
the ei^tmg comtramts operating against the enlargement of the flow of assist¬ 
ance from the financmg msututions to this sector. The executives of the banks 
point om that the structural and organisational weakness of small-scale industry 
IS one of the biggest impediments towards the enlargement of the flow of insti- 
tutiona! credit to this sector. The weaknesses are: (i) Unsatisfactory debt-equity 
ratio; (u) non-mamtenance of proper accounts and balance sheets and (iii) lack 
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of modern management practice. On the other hand, the general grievance of 
the small entrepreneurs is that the banks are very much security conscious and 
unless the emphasis on material security is changed, small industries cannot 
hope to secure the major portion of their credit requirements from them. 

The time has now come to change the traditional concept of security linked 
to material assets to a modem concept linked mainly to immaterial assets in the 
shape of character and the technical ability of the entrepreneur. The banking 
mstitutions will have to provide the modem sophisticated industries with the 
necessary finance relying more on their immaterial assets than on material 
security to enable the banks to play this historic role. The Credit Guarantee 
Scheme may have to be further liberalised. The Reserve Bank has so far played 


a dynamic role in this direction. In continuation, it should advise a few of the 
leading commercial banks to adopt at least the techniciamcntrepreneur scheme 
of the State Bank of India immediately. 

The acceptance of immaterial assets as the principal security by the banking 
institutions implies a complete confidence of the banks in the en;.repreneurs’ 
character, ability, and the viability of their projects. To generate such a spirit of 
confidence the small industries themselves have a vital responsibility to discharge, 
just as the central bank as well as the commercial banks have social obligations 


to reorient their attitudes in the context of the existing and future developmental 
needs of the country. 


vn 


Observations 

There is, indeed, a very bright future for Indian industry. A firm base has 
been laid as a result of the efforts made by the nation in the last twenty years or 
so for the development of modern industry'. On the supply side, our industrial 
machinery is capable of producing an ever widening range of products from 
the simplest to the most highly sophisticated types. India is becoming increasing¬ 
ly self-reliant in capital goods and this trend is bound to gather further momen¬ 
tum. It is true that the raw material supply position needs to be improved. A 
part of this should come from the improvement of agriculture which can augment 
tire supply directly, or indirectly through earning foreign exchange through 
exports. But a part will also have to come from the efforts of industry itself 
which must assume a larger export obligation. On the demand side, Indian 
industry can confidently look forward to a rapidly rising demand curve parti¬ 
cularly as the rural sector becomes more and more prosperous as a result of the 
massive investments that are being undertaken in agriculture now and as its 
standard of living rises. Broadly speaking, the authorities in the Reserve Bank 
of India have been pursuing a promotional or developmental credit policy since 
the commencement of the planned economy and have not been unmintfful, as 
we have seen, of the needs of the industry in the matter of resources—^physical or 
monetary. It is up to industry, therefore, to make the best use of those opportuni¬ 
ties. Those who manage industrial enterprises should bear in mind that in 
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return for all the assistance that they receive from society for their development, 
they also have some obligations towards it. The first and the most important of 
these is to have a highly efficient industrial organisation. Xlie resources that tlic 
nation makes available to them must be used in a manner that will give the 
maximum possible productivity. Secondly, tlie industry lias to make a positive 
contribution to the growth of the economy by setting apart as mucli as possible 
for investment. In developing countries such as India not only has industn- to 
generate resources for itself but it also has to provide resources which will make 
growth in the various backward sectors of the economy possible. Thirdly, and 
this is a point which has particular relevance in the current conte.xt, the 
ordinary investor should feel assured that he is getting a fair deal and that his 
interests are being looked after adequately by tlic management. If this were 
done, the Indian investor would come forward and make his contribution to ilie 
industrial development in ample measure. 

Most of the central banks in the underdeveloped countries have assumed, in 
recent years, promotional roles in initiating and developing financial institutions, 
lending both long and short, “although such a policy is considered to be un¬ 
orthodox and unconventional in the lexicon of traditional central banking."’® 
To conclude, the positive, promotional role which the central bank of a develop- 
ing nation has to play involves undertaking a multiplicity of functions and 
the use of a variety of techniques. The total effect of the wide gamut of activities 
undertaken by the Reserve Bank of India has brought about, in relation to tlie 
credit requirements of the different sectors of the economy and the acth itics 
of the institutions designed to meet them, an extension in the scope of operations, 
expansion in the scale of financing, improvement in the efficiency of serv-ice, and 
flexibility in procedure and techniques. How far the central bank of a country- 
should go in taking up these different functions will have to be decided in each 
case in the light of the special circumstances relevant to it. As conditions difi'er 
from one field to another and again, from one stage of development to another, 
it is important that the approach in this regard should be rational and flexible 
rather than doctrinaire and rigid. Basically, the responsibility of the central 
bank is to see that the expansion of bank credit docs not add to the inflaiionaiy- 
pressure in the economy while the credit needs of production and develop¬ 
ment activities are fully met. There should, therefore, be no reason for conflict 
between these functions of the central bank and the more conventional functions 
of monetary and credit regulation, for these are complementary. In fact, each 
has to be pursued in close coordination with the other, as the task of the central 
bank is to combine the control of credit with the positive development of credit 
institutions. The development of credit institutions, again, can be of great 
importance in the stimulation of a capital market which is an important 
objective of many central banks. To the extent that the promotional role of the 
Reserve Bank of India helps ensure the efficient working of the financial 
institutions and the proper use of credit for investment in productive and oilier 

” Foundation Lecture, delivered by Dr. C. D. Deshmukh on October 1965. “The 

Balance Between Monetary Policy and other Instruments of Economic Policy in a Modem 
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desirable fields, it should strengthen the Reserve Bank in maintaining monetary 
stability in a period of economic growth. 

The IDBI is legally a separate institution from the Reserve Bank but yet it is 
closely associated with it in its efforts to guide, supervise and undertake the 
entire range of activities relating to industrial finance. Indeed, this close asso¬ 
ciation of the IDBI with the Reserve Bank has helped the IDBI overcome 
many of the problems of organisation and personnel, facilitated its refinancing, 
rediscounting and other operations with the banks and the SFCs, and enabled it 
to evolve a structure of policies appropriate to the emerging monetary and 
economic situation. This feature of the evolving pattern and structure of the 
financial institutions in India has added a new dimension to the theory and 
practice of central banking. The IDBI assumed a leading role in new fields and 
granted substantial assistance to projects which because of technological 
compulsions arc of a large size and require substantial capital investment. The 
major tasks of the IDBI in the next few years will be related to the new initiatives 
It has taken since 1970 with regard to its promotional role and functions. The 
years 1970-71 and 1971-72 represented a period of consolidation as well as ex¬ 
ploration. As a part of consolidation, its structural-functional setup was stream¬ 
lined and its methods and criteria sharpened. Exploration was with regard to 
its promotional function, a new function pregnant with great possibilities. 
After it attained a degree of maturity in the field of development finance, the 
IDBI set up in 1970 three regional offices and opened a branch office practically 
for each State to develop an initmate contact with the economic situation and 
potentialities in the different regions and States of the country, in order to facili¬ 
tate a widely diffused process of viable industrialisation. The second major step 
related to the identification of project ideas in backward areas and districts. 
The real problem is likely to be with regard to management of the identified 
projects. To tackle this problem, the IDBI may have to set up, with the 
assistance of other institutions in the field, a management consultancy service 
at both an all-India and State levels. 

A recent legislation (Public Financial Institutions Laws (Amendment) Bill 
passed by the Lok Sabha on August 5, 1975) delinks the IDBI from the Reserve 
Bank setup and seeks to coordinate the activities of various developmental finan¬ 
cial institutions. The restructured IDBI, delinked from the Reserve Bank, is 
now in a definitely better position to formulate policy decisions independent of 
partisan politics and pressures from the central bank. Although one of the 
Deputy Governors of the Reserve Bank will act as a member of the restructured 
Board of Directors, his authority will be limited to that of an ordinary member 
in the administration, in decision making functions it will be nothing more than 
that. The IDB of Canada and the Industrial Development Bank of India 
are two rare instances of complete central bank ownership. It has been long 
debated whether development banks should be wholly-owned and administered 
by the central bank. The conditions in the capital market of the two countries 
are quite dissunilar. Canada is a mature economy whereas India is a backward 
economy. It would, therefore, be misleading to draw the same analogy from 
the Canadian situation. None, however, questions the competence, ability and 



ROLE OP THE RESERVE BANK OP INDIA IN IKDUmUAL FINANCE 185 

aptitude of the Board of Directors in central banking functions. Bui the same 
Board, already overburdened, could do little justice in the matter of framing the 
operational policies of a development bank, the principles and problems of which 
are quite different from those of a central bank. The same Board, again, cannot 
have the required expertise necessary for the administration of industrial loans. 
It may be pertinent to point out that the Reserve Bank of Australia, since 1959, 
has been retreating from non-trading and industrial financing business and 
approximating to itself the concept of a true central bank. 

The main objective of restructuring the IDBI is to enable it to play, more 
positively than before, its role as an apex financial institution in financing and 
promoting industrial development and coordinating the functioning of term- 
lending institutions. The main thrust of the IDBI in the future will be that of an 
innovator imparting new directions in the sphere of industrial finance. Besides 
ensuring that present resources are diverted to socially more desirable channels, 
it will also evolve policies that would go to augment financial and entrepreneurial 
rwourccs to help a quicker realisation of India’s socio-economic objectives. It 
will also play a very important role in bringing about a regionally well-balanced 
process of industrialisation. 

In addition to the constant endeavour for a quantitative increase in the 
pBI’s assistance to industry, it will initiate new types of lending for fulfilling 
Its new and enhanced responsibilities. Its principal functions and operations 
at the head office have been entrusted to two separate wings—the Domestic 
Finance Wing and the International Finance Wing—each having the same 
status and each in the charge of an Executive Director who has knowledge and 
expertise in his own field. The Domestic Finance Wing will handle all aspects 
of domestic project assistance including selection and scrutiny, financing and 
follow-up. The accent will be on time-bound programmes for the procedures 
and operations of the Wing so that avoidable delays are eliminated. The 
Mport department has been restructured into a strong International Financing 
Wing which will offer improved and wider financial and advisoiy- services to 
engineering exporters and function as an export bank. 
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The interest rate strucmrc of the IDBI effective from July 27, 1974, is given in the 
accompanying charts. 

Interest Rate Structure of IDBI Effective from July 27, 1974 

1 . Direct assistance to industrial concerns (othet than for 
exports) 

(a) Norma! rate 10.25 per cent p.a. 

(b) -to units in the backward areas. 8.50 per cent p.a. 

2. Refinance 

(a) Normal rate 8.50 oer rent linfr «.\ Ka 


(a; {Normal rate 8.50 per cent p.a.—Ceiling on the rate lo be 

charged by the financial institutions at 12.00 
per cent. 

(b) Special rate for small-scale industrial units 7.00 per cent p.a. provided the financial 

covered under C. G. S. & Technician en- institution does not charge more than 10.50 
ireprcneur scheme per cent. 

(c) Special rate for units in the backward areas 5.50 per cent p.a. provided the financial 

institution docs not charge more than 9.00 
per cent. 


Under JDA line oj credit 

(a) Small scale industries covered under C. G. 
S. & Technicians entrepreneur scheme anti 
uniw in specific backward district 

(b) Other cases 


3 Export credit 

(a) Refinance .igainst medium-term export 
credits 

(b) Participation export finance scheme and 
Buyers’ credit scheme 


4. Bills rediscounting scheme 

Unexpired usance of bills/promissory notes 

(a) 6-36 months 

(b) Over 36 months and up to 84 months 


Foreign currency component 
8.00 j>er cent p.a. provided ihe financial 
institution docs not charge more than 10.50 
per cent. 

8.25 per cent p.a. provided the financial 
institution does not charge more than 11.00 
per cent. 

5.50 per cent p.a. provided the bank does not 
charge more than 7.00 per cent. 

The rate of IDBI’s portion of the credit b 
such Uiat after taking into account the 
participating bank’s rate, the average rate 
to the exporter on the entire credit will 
generally be 6.50 per cent. 


9.00 per cent p.a. provided the maximum 
dbcount rate by bank b 10.00 per cent. 
8.50 per cent p.a. provided the maximum 
dbcount by bank b 9.50 per cent. 
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lotereflt Rate on Aasistance to Breweries and Wineries 



IDBI rate 

Per cent per annum 

Ceiling on primaiy inslilution’s 
lending rate 

1. Direct loans to industrial concerns 

12.25 


2. Refinance of industrial loans 

10.50 

14.00 

3. Rediscounting of machinery bills 



Unexpired usance of bill 



(a) Over 6 months and up to 36 months 

11.00 

12.00 

(b) Over 36 months and up to 60 months 

10.50 

11.50 


Rate of interest on direct loans from IDBI to winery and brewery units located in specified 
backward areas will be 10.25 per cent per annum. The refinance rate in respect of units in the 
specified backward areas will be 8.50 per cent per annum with corresponding ceiling on primary 
lenden rate at 12.00 per cent per annum. 

(Ref. No. 346/BPD. 7(l0)-74/75, dated August 1, 1974.) 
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Sammary of Oporatloos of the IDBI 

The financial assistance sanctioned and disbursed by IDBI since its inception in July 1964 
to June 1972 is summarised in the Table below. 

(In crores of rupees) 


Assistance Assistance 


Type of assistance sanctioned disbursed 

( effectioe) 

July 1964-1972 


1 • Direct loans to industrial concerns other than for exports 

2. Underwriting of and direct subscription to shares, deben¬ 

194.2 

99.2 

tures, etc., of industrial concern (including rights shares) 

41.3 

21.4 

3. Rehnance of industrial loans 

151.8 

142.1 

4. Rediscounting of bills 

135.2 

115.3 

5. Refinance of export credits 

27.2 

21.4 

6. Direct loans for exports 

7. Subscriptions to shares, bonds and debentures of financial 

46.4 

25.1 

institutions (excluding purchase of shares of IFCI) 

36.6 

33.9 

Total of 1 to 7 

634.7 

458.5* 

8. Guarantees for loans and deferred payments 

26.9 

19.lt 

9. Export guarantees 

1.8 

1.7t 


* Figures do not add up to the total due to rounding off. 
t Guarantees executed. 
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Operations of Unit Trust of 


(/ifumbir in thousands; amount in lakhs of rupees} 


Year ended 

Units sold 

Units repurchased 

Urdu oui 

Standing* 

June 

Number of 
applications 

Amount 

Number of 
applications 

Amount 

Number of 
applications 

.Amount 

1970- 71 

1971- 72 

1972- 73 

1973- 74 

62 

61 

82 

1,00 

18,00 

15,08 

23,04 

30,31 

13 

10 

11 

14 

3,19 

2,60 

2,97 

3,68 

3.84 

4,35 

5,06 

5,92 

92,25 

104,72 

124,79 

131,43 


Note : (1) Amounts set out in this statement relate to the face value of units, viz. Rs. 10/- per 


(2) Figures include uniu sold under (i) Reinvestment plan, 1966 (ii) Voluntary savines 
plan, 1969 and (iii) children's Gift plan, 1970, including fractional unite allotted 
by reinvestment of dividend. • End of the period. 

Source; Report on Cuneiuy and Financt, Reserve Bank of India, 1973-74, p. S82. 


Central Banking Policy and 
Term Loan Innovations in 
Commercial Banking Practice 


The Dynamic Role of the Commercial Banks in Term Credit 

A study of the role of the Reserve Bank of India in the sphere of industrial finance 
will remam incomplete if the central banking policy towards term loans* by the 
commercial banks is not analysed in proper perspective. 

The particular emphasis on industrial development in the Five Year Plans 
las raised the question of availability of term finance in the industrial fields. 
The Government of India in collaboration with the Reserve Bank of India 
set up a number of development banks in recent years to serve the needs of 
agricultural and industrial finance. The performance of the development banks 
in he sphere of industrial investment is not free from criticism as to their methods 
ol handling cases and promptness in responding to demands for term finance. 

he deterioration in the climate for industrial investment is the recurring theme 
of the Annual Reports of the development banks. The overall requirements of 

T j I ^ * I 1 * public sectors in the subsequent 

P ans will conunue to grow. All in all, commercial banks wUl perforce have to 

play a dynamic role in providing term credit in the changing economic climate. 

n 

Legislative Clearance in Foreign Soil 

In the USA as early as 1935 the United States Banking Act requited the 

» - - a husiness which is 

and the lender. The duration of the loan usually extends over one'^y'^ bat'd ^nol 
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Federal Reserve Banks to extend credit to member banks against any 'accept¬ 
able assets. In Mexico, ollicial policy has deliberately led the commercial banks 
into greater participation in the capital market. The central bank appears to 
have achieved a degree of success in directing commercial banks into medium 
and long-term loans and into industrial securities. The shift took place under 
the influence of the reserve requirements imposed by the Bank of Mexico, which 
offered a strong incentive to commercial banks to extend medium-term loans 
to industry. At times, Chartered Banks in Canada, too, have made excursions 
into the field of longer term financing. Since 1960, under the Small Business 
Loan Act, these banks have been able to make term loans to small business 
otherwise unable to obtain credit on reasonable terms. Such loans are also 
guaranteed by the Canadian Government.* A significant feature of Australian 
Trading banks in recent years is their close association with hire purchase 
finance companies through the acquisition of shares in them. In April 1962, 
following an agreement with the Reserve Bank, wliich had till then encouraged 
the limitation of trading bank lending to short-term purposes, each of the major 
trading banks established revolving term loan funds. The defined purpose of 
the term loan funds is to provide fixed loans for capital expenditure in the rural, 
industrial, and to a lesser extent in the commercial fields, and also to finance 
exports. In the farm sector, term loans are made for developmental purposes, 
including the purchase of land, heavy equipment, clearing, pasture improve¬ 
ment, building and fencing, and livestock improvement.* 

A changed trend in the banking legislation in underdeveloped countries 
seems to be in favour of larger participation by the commercial banks in term 
financing. Thus, on the recommendation of the World Bank sur\ey mission 
which visited Colombia in 1949, the law was changed to allow the banks to lend 
for a period up to five years for certain economically useful purposes. In Cuba 
also the mission strongly recommended an increase in term lending by the savings 
banks.* The Commercial banks in Guatemala have been permitted to grant 
loans with maturities of 1-3 years. For example, Articles 41 and 43 of the Bank 
Law of Guatemala authorise banks to acquire bonds and securities issued by 
first class private enterprises. The Dominican Republic has authorised commer¬ 
cial banks to participate in long-term credit even for periods exceeding three 
years with the authorisation of the Superintendent of Banks. Similarly, the 
Paraguayan legislation of 19446 permitted gram of loans exceeding three years 
with the approval of the banking Superintendent. The ‘term loans’ business 
developed by American commercial banks thus finds an echo in these legislative 
provisions. The Central Banking Act, 1950, of Korea* clearly permits banks to 
engage both in commercial banking and long-term financing. Again the 

* Thomas, Rollm, G., Our Modem Banking and Monetary SysUm, Prcnticc-Hall Inc.. Englewood 
Cliffs^ N* J,, 1964, p. 263. 

details sec Reserve Bank of India Bulletin, April 1962 and Commerce. Annual Number, 

‘ Diamond, W , op. cit., p. 44 and also sec Report on Cuba. IBRD, Baltimore, 1951, pn. 587-588 

* Article 23^ Geoeral Banking Legislation, Paraguay, 

* Article 19. 
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Banking Law of Guatemala, 1946,’ provides that one single institution can act 
both as a commercial bank and as a mortgage bank provided separate depart¬ 
ments are established to carry out the respective functions. It may be noted 
here that the Indian Banking Companies Act, 1949 (now the Banking Regulation 
Act) did not expressly prohibit the holding of obligations of private enterprises 
nor the grant of loans against real estate. The Report of the Committee on Finance 
for the Private Sector in India, 1954 recommended a degree of ‘mixed’ banking 
when it suggested that “the Reserve Bank can facilitate larger investment by 
commercial banks and other financial institutions in private industry by suitable 
adjustments in its lending and discounting practices” and that banks should 
increase their investment in industrial securities, make larger advances against 
such securities and form a syndicate with finance companies to underwrite new 
industrial securities.® 


m 


Cautious Revival of Formal Term Lending 

Commercial banks have branched out into newer forms of industrial financing 
of wliich two are particularly important: medium-term lending and under¬ 
writing of new issues of industrial securities. There is a great measure of agree¬ 
ment on the desirability of taking up at least medium-term financing (repayable 
within a period of 1 -5 years) by the commercial banking system. It is interesting 
to note in this connection that commercial banks in many countries have been 
following neither the ortliodox British model which restricts itself to, at least in 
theon’, more or less self-liquidating short-term credit, nor the nineteenth 
century German model in which the banks are deeply involved in the fortunes 
of industry, but the modern American model which openly recognises term 
loans business. Commercial banks have thus made excursions into hitherto 
unpractised fields—term financing—and have widened their horizons. 

Thus, a cautious revival of formal term lending has taken place under the 
stresses of the postwar demands for reconstruction, modernisation, and expan¬ 
sion. Even in the UK, which is undoubtedly the home of the orthodox code of 
commercial banking, there exists at present a volume of medium-term as well 
as long-term debts which, however, the banking system ‘masquerades as short¬ 
term lending’. Despite the tradition of British commercial banking, since the 
early nineteenth century the commercial banks have done an appreciable part 
of the industrial financing of continental Europe and the USA.® In recent years 
there has been such a boost in term loans, both in terms of number and amount, 
that this type of operation has been characterised as a ‘recent development’ 
in the commercial banking system of the world. According to Professor 
Robinson, “tiic biggest single change in the nature of commercial bank lending 
since the 1930s has been the growth of term loans.” 

’’ .Articles 34 and 38. 

* Rehort of the Cominttlee on Finance for the Private Sector, Bombay, 1954. p. 42. 

• Diamond, W., Development Banks, Economic Development Institute, Baltimore, 1957, p. 42. 
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It is hoped that the changes in the nature of tiic financial needs of business 
in a developing economy will favour the further growth of term advances in times 
ahead. According to Professor Robinson*® again the “fundamental changes 
in the nature of business financial needs may favour the further growth of term 

lending-In many important respects, the bank tenn loan can be re\ iewed 

as an almost new way of employing money.” The lack of authentic data*' as 
to the maturity period of loans stands in the way of making a correct assessment 
as to the position of commercial banks in term financing in India It can fairly 
be assumed that a substantial amount of the increasing volume of bank finance 
is in the nature of term loans. 

Over the planned period, there has been a deepening as well as a u idening of 
the industrial structure. Not only have the established industries increased their 
installed capacity and output but a wide range of new industries in the field of 
capital and producer goods which provide the foundation for a self-sustained 
growth of the economy have been set up,** In the context of the enlarged 
programme of industrial development in the Plans a reconsideration of the 
possibility of commercial banks in India contributing to term financing has 
again revived the issue. The slow progress of the special financial institutions 
convinced the men at the helm that 

. . .what was really needed in the Indian situation was a more business like 
distributive machinery with a capacity to carry large loads of industrial finance 
to all corners of the country in response to the rapidly rising requirements.*=* 
The institutional agencies that might be expected to cater to the medium-term 
needs of small and medium-sized industries are the State financial corporations 
now operating in all the States. The performance of some of the SFCs has not 
been satisfactory. The niachinery of the SFCs, unfortunately, is slow-moving 
and it lacks local contacts. The possibility of direct local contact with industrial 
units scattered over a wide area thus appears to be slender. And this absence of 

local contact is a great handicap in scanning and assessing the application for 
loans. 

Small and medium-sized industries find it dillicult to secure adequate finance 
fiom the existing institutional sources even to meet their working capital require¬ 
ments, least of all long-term loans. This is the result of their own inherent 
limitations on the one hand, and the generally high standards applied by the 
lending institution to borrowers on the other. The other difiiculiies are rigidit\ 
of approach on the part of the SFCs in dealing with the borrowers, the compli¬ 
cated nature of information required of them, strict requirements of security, 
rigid prescription of acceptable collateral and procedural delays involved in 
the sanction and disbursement of loans. 

Robmson, R. I., The Management of Bank Funds, McGraw-Hill Book Co , New York 1%» 
pp. 245 and 247. 

“ Utter from the Reserve Bank of India, Bombay No ED. HD. 5230/B5. 0110, dated January 
10, 1967, addressed to the author. ^ 

(summary). Government of India, Planning Commission, New Delhi 

•» GupU, L. C., "Role of Commercial Banka in Medium-term Industrial Financinc” Cabital 
Annual Number, 1%5. 
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The institutions which generally respond to a certain extent to the needs of 
this sector are the smaller banks whose resources are limited and, therefore, their 
field of activity is restricted to a small area. The bigger banks \vith larger 
resources and branch organisations would do well, in the interest of national 
economy, to take a promotional view in the initial stages and extend the much 
needed term credit to ilte small and medium-sized sectors. The most onerous 
responsil)ility devolves upon the Reserve Bank of India as the guardian of the 
money and capital market to persuade the larger banks to widen the range of 
their activities to cater to the needs of term finance of this sector of industry. 


IV 


Liquidity and Maturity Aspects 

As observed earlier, so far as the trends in commercial banking theoiy and 
practice arc concerned, one of the most important developments since the 1930s 
lias been the extension of term loans for financing the medium and long-term 
capital and the credit needs of business. This development in banking practice 
is clearly a breach of the traditional theory of bank liquidity' or the real bills 
doctrine. In view of the above changes in commercial banking theory and 
practice (Chapter 4) the traditional concept of liquidity requires to be modified 
and the banking authorities should reconsider the concept of ‘sound assets’. 
The factor of nonliquidity in the matter of term financing can, to a large extent, 
be eliminated by a liberal approach of making advances by the Reserve Bank of 
India on the moclcl of the United States Federal Resei've System. 

The eligibility criteria under the refinance scheme should be further relaxed 
so that commercial banks can take more advantage of the refinancing facilities. 
'I'liis will lielp indirectly the process of capital accumulation as the proceeds of 
term loans arc generally utilised for mainly ‘capital purposes’. In other words, 
term loans arc used for expansion of plant capacity, establishment of new 
industrial units, modernisation of productive processes by introducing 
rationalLsaiion in the industrial structure. Term finance may also take the form 
of subscription to the equity capital of a cor|)orate undertaking or to the deben¬ 
tures i.ssued by it. Term loan, in a manner, stimulates industrial productivity 
and volume of return on the capital employed. The loan is intended to be 
rcfjaid rmt of this profit. Hence, term loan implies, in a \N ay, a process of self¬ 
liquidation of such loans and its liquidity is connected with the success of the 
borro\N ing units in the long run. Repayments \vill flow in smoothly only if the 
income (if the bonower increases as anticipated. 'I’hat is why the liquidity of 
tci ni loans Ls said to depend on the theory of the ‘anticipated income’ of the 
horro\\ er. Banks, toda)’, make loans based on the projected income flow of the 
hon ow er. If income generation is assured and if fund.s are available, loans are 
granted. On the other hand, if the income How does not appear to be assured, 
tli<‘ loan is declined, .\gain, the liquidity of term loans ultimately rests on the 
stability of the economy. By the stability of tlic economy, we mean here, conti¬ 
nued consumption by the public of the goods and services produced by the term 
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loan borrower. Tije accepiaucc ot' develupmcnial planning in India lias elimi¬ 
nated the possibility of serious economic Huctuaiions. A sudden and sliarp 
decline in prices might impart a high degree of risk lo a commercial transaction 
and impair the liquidity of a loan financing the transaction regardless of the 
maturity dale of the credit. The level of bank deposits in a developing econonn 
is expected to rise steadily. It can, therefore, be reasonably asserted without 
any fear of contradiction that liquidity is needed by the banking system only to 
take care of the normal ebb and flow of funds and to facilitate central banking 
control. In view of the above, term lending by commercial banks has been held 
to be compatible with the maintenance of reasonable liquidity. 

It is well known that a substantial portion of Indian banks' short-term credit 
is ‘rolled over’. In other words, short-term loans or overdrafts and cash credits 
once granted arc repeatedly renewed or reloaned immediately. In effect, if 
not in form, this amounts to term lending. .According lo the Shroff C’ommitiec; * 
“Though this part of the finance revolves or rolls over, in actual effect it does 
serve the needs of providing finance for long periods to a certain e.xtent". So. 
term credit in a disguised form b actually being extended by the Indian commer¬ 
cial banks without any adverse effect on their liquidity position. 

An important aspect of term loans is that they are not as liquid as tlics arc 
supposed to be. On the contrary-, there is an element of a larger degree of liqui¬ 
dity when regular amortbation of term loans b provided for, rather than a false 
notion of the liquidity of short loans of revolving character. On ilic liquidiis 
and maturity aspects of term loans, it b pertinent to quote Professor Robinson** 
again: 

The problem for the individual bank. . .is the overall distribution of maturi¬ 
ties wiiliin its entire investment portfolio.... If cash How has been well 
estimated so that payments are made when due and few e.xtcnsions arc re¬ 
quested, a portfolio of term loans can offer an appreciable degree of liquidity. 
Another important point that needs to be emphasised is that term finance 
dbciplines both tlie banker and tlic borrower as long term planning Ls required 
to ensure that cash inflows will be adequate to meet the instalment repa\inoiUs 
and allow an active turnover of the bank's loan portfolio.** The adoption of ilic 
method of formal term loan by at least tltc big banks, to begin w'ith, would go a 
long way to help economic growth. 'Phis, however, calls for a flexibility of 
approach and catholicity of outlook on the part of the commercial banker as 
w'cll as the central banker. Tltc position of the central bank rb-d-b commercial 
banks has been carefully examined by Profc.ssor Sayers*’ when he observes: 

The upshot b that the central bank. . .should adopt no rigid rule against 
medium-term and long-term lending by the commercial banks. Pven the 
smallest banks must lend for longer lerm.s tlian would match their assets and 
the central bank must be prepared to .supply additional liquidity in case of 
emergency. 

Riporl of ike Coumiltee on Finmct for Uie Frivaif Seelor, Itoinbay, |j. 4.'). 

“ Robinson, op, cii.. p. 249. 

“ Reserve Bank of India, Appraisal of Term Loans, I9G2, p. 9. 

Sayers, R. S., Central Banking AfUr Bagehot. Oxford, )9.)7, pp. 121-122. 
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Here a passing reference to the Australian experiment in term loans will be 
useful in order to examine the Indian situation. In Australia, loans are made 
for fixed periods, usually 3-8 years, though the arrangements may be varied 
to cater for activities which are not initially income producing. The initial 
size of the term loan funds was equivalent to 3 per cent of each bank’s deposits. 
In March 1966, following discussions between the Government, the Reserve 
Bank and the major trading banks, the introduction of new farm development 
loan facilities was announced. These facilities were designed to provide rural 
producers, particularly the small producers, with greater access to medium and 
long-term finance through the banking system. Loans under the arrangements 
were directed predominantly to developmental purposes which raise pro¬ 
ductivity. In examining applications for loans the banks were prepared, in 
appropriate cases, to relax normal security standards; they gave special consi¬ 
deration to the needs of credit^^'orthy younger men with appropriate experience 
who liad been unable to build up adequate resources. Each major trading bank 
established with the Reserve Bank a farm development loan fund account from 
which to make such loans. The aggregate amount initially transferred to these 
accounts was AS50 million, of which about two thirds was provided from the 
banks* statutory reserve deposit accounts and one third from the banks’ liquid 
assets.*® Funds provided by the trading banks in this way were in addition to 
those available on overdraft and from Term Loan Fund, and represent a net 
addition to bank lending in the rural sector. 

Tlie term-lending capacity of an Indian bank will, however, depend on its 
overall financial position. Various suggestions may be made to assess the 
strength and capacity of an individual bank in India to grant term finance. 
T lie structure of a bank’s deposits, i.e. the size of its term deposits in relation to 
its total deposits, Is a useful indicator to gauge the strength of a bank qualified 
to grant term finance. Tiie capital-fund ratio, i.e. the ratio of paid-up capital 
and rcser\'cs to its total deposits and the general level of the advance-deposit 
ratio are also important indicators to assess the capacity of a bank for term 
financing. 

The risk-bearing ability of banks is generally related to the size of their equity 
funds. To start with, a reasonable ceiling may be prescribed taking the financial 
position of the lending bank as a whole. A ceiling in terms of, say, a proportion 
of tlic owned resources (capital and reseiwes) or owned resources plus time 
liabilities may be prescribed to regulate the expansion of term lending.*® It 
has been suggested that an investment of only 5 per cent of deposits in industrial 
securities \vould make available a considerable amount of term finance without 
affecting the liquidity position of the banks concerned.®® 

Many bankers apprehend that organisational problems are likely to stand 
in the way of such innovations. Tlie American e.xperience however indicates 
tiiat though there were initial problems to be solved, it was not difficult for the 

"* Commerce, Annual Number, 1967, 

Madan. B. K., Aspects of Economic Deielofiment and Polky, Allied Publishers Pvt. Ltd., Bombay, 
p. 244. 

The CotnmiUee on Finance for the Private Sector, pp. 48*49. 
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banking system of that country to cope witli the matter by building up funds of 
skill and talent in a short space of time. Likewise, the Indian banks with a 
wealth of experience of the economic situation in the country- and a wisli to play 
a pivotal role in the growth of the national economy can well rise to the occasion 
to come out of the conservative fold and give the required funds to enable the 
industries to forge ahead. Before long, the Indian banking system should 
be able to equip itself reasonably for this innovation in its operational behaviour. 
Hence the apprehension of organisational shortcomings cannot be taken as an 
insurmountable factor. What is actually needed is a conscious effort on tlie pan 
of the central banking authority to w'cleome this operational innovation. 

Lending is an art. It is difficult to lay down hard and fast rules regarding 
lendmg practices in general, and term financing in particular, as circumstances 
conditioning loan applications can never be uniform and. therefore, do not 
conform to set rules. 



Commercial Bank vis-a-vis Development Banks; A New Approach 
Towards Functional Integration 

Before we close our discussion on the raison d’etre of term finance b\- the 
commercial banking system, it would be pertinent to assess the functions of a 
commercial bank vis a-vis a development bank in providing industrial credit. 
The central bank of a country can bring about an even development of the 
economy by demarcating the coverage of the activities of both the commercial 
banks and the development banks. 

The existing institutional agencies for the provision of term finance have 
frequently been operating in the same field with hardly any demarcation of their 
specific areas of activity with the result that an unhealthy competition exists 
between them and also an overlapping of functions. The multiplicity of financial 
institutions alone is, obviously, not enough to stimulate expansion in the absence 
of a coherent plan to coordinate investment. To avoid confusion and to distin¬ 
guish the role of commercial banks in medium-term financing from long-term 
financmg, it is necessary for the Reserve Bank of India, as well as the develop¬ 
ment banks themselves, to provide clear-cut definitions of the two and explain 
the disrinctions between them. It must be clearly shown, for example, whether 
the difference between the medium-term and long-term rests merely on the 
periods of the loans or depends upon their nature and purpose. The period of 
loans cannot always be ihe sole deciUng factor. 

It U our opinion that thore should be a welWefined and clearly demarcated 

1 • • « I « • 1 t ^ operate alone and from 

which commercial banks should be excluded. There is a large area for long-term 

lendmg to comparatively new concerns in which commercial banks’ entiw may 

be nsky and therefore not desirable. Again for loans of long duration (above 

10 yeare matunty) and of a large size in relation to the other resources of the 

borrowing unit, commercial banks’ entrance should not be permitted. But in 
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Other types of credits especially in term loans repayable within a period of 10 
years commercial banks will be able to play a helpful role. Why and how 
commercial banks should give up their old conser\'ativc policy and come 
forward with term finance in the changing economic horizon in the planned 
economy of India has already been discussed in detail. 

The IDBI, would generally assist projects which involve more than ordinary 
risk financing, owing to absence of immediate profit yield or inadequate initial 
security, where commercial banks might not feel tempted to step in. Projects 
with a long gestation period should ordinarily be nurtured by development 
banks like the IDBI, etc. In its refinancing function, the IDBI eases the liquidity 
problem of banks by providing resources for the agreed term. It is not justified, 
therefore, to say that term lending by commercial banks affects the liquidity 
of the banking sy'stem. 

The increasing needs of industrial projects for term finance, coupled with the 
acute shortage of resources available to the development banks, have caused 
great concern among the authorities and revived the issue of commercial banks’ 
role in term finance since there are innumerable difficulties in obtaining larger 
resources by the development banks. The IDBI has complained of ^limited 
resources’ and is constrained to adopt a ‘selective approach’. The IFCI has also 
reported its difficulties and disappointment in obtaining larger finance to cope 
wiili rising financing operations. The Chairman of the IFCI publicly com¬ 
plained that the Corporation was unable to fulfil its role on account of insuffi¬ 
ciency of resources. For the past few years, the ICICI too, has been living from 
hand to mouth. The development banks have all along depended for the bulk 
of tiieir resources on the Government. The SFCs have frequently short of funds 
and have to place increasing reliance on institutional support for finance. They’ 
are in a bad way precisely because the State Governments do not provide them 
with resources. The Government which has fed these institutions with ample 
resources so far, is itself in a delicate financial position. 

An analy'sis of the charter of development banks reveals that they are intended 
to supplement, rather than supplant, the existing sources of industrial finance, 
such as commercial banks and other market institutions. They attempt to pro¬ 
vide assistance only to cases wlicre alternative financing is not available under 
reasonable terms and conditions. The preamble of the Industrial Finance Cor¬ 
poration Act, 1948, specifically’ provides tliat the Corporation is established to 
provide term finance in circumstances where normal banking accommodation is 
ina[jpropriale. Similarly, tlie object of the British Industrial and Commercial 
Finance Corporation Ltd. is to provide finance to industrial concerns where 
existing banking facilities are not easily available.*^ The British Finance Cor* 
poration of Industry Ltd. is mainly interested in those enterprises which have 
prospects of success but cannot be immediately financed through normal channels 
of banks etc.*^ The IDB Act, 1944-46 of Canada has made a provision that it 
can provide credit or other financial resources if such credit is not otherwise 


Basil, S. K,., Induftrial Financt in India. 2iid edn., llniversily orCalculla, 1950, p. 386. 
Ibid., p. 393. 
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available on reasonable terms and conditions.*^ 

Broadly speaking, commercial banks and development banks must be allotted 
specific spheres of activity and there must be an integrated approach to tlic entire 
problem of industrial financing. However, rigid demarcation of tlic coverage 
of the activities for development banks and those of commercial banks would 
be inappropriate. It is suggested, therefore, that development banks in India 
should be directed to go in for long-term financing where risks are far greater 
but commensurate also with the profit yield. They would be well advised to 
undertake the risks involved in long-term financing for loans above 10 \ears' 
maturity. Again, it is recommended that projects with inadequate security 
and a long gestation period may be the domain of a development bank. In 
Turkey and New England, for e.Kample, the commercial banks often refer poten¬ 
tial borrowers to the development bank or the development credit corporation 
when the borrowers’ proposals arc considered too risky for a normal commercial 
bank or involve too long a term.*^ The calculated risks of term loans upto lU 
years based on adequate information, judgment and analysis should he borne 
by the commercial banks in the interest of planned economic development in 
India. By such a judicious balance of functions between the development 
banking sector and the commercial banking sector, an even de\’elopment of tlie 
economv can be assured. 


VI 


Observations 

With the sustained efforts for mobilising de|)osits to keep pace with the 
rapidly growing demand, the position in relation to bank deposits is likely to 
become easier. The spread between time deposits of short and long ma^u^ilie^ 
has been further widened in recent years. The growth rate in time deposits, 
which picked up in 1973-74, accounted for the major proportion of the incre¬ 
mental deposits with 61.0 per cent share in the deposit accretion. There can. 
therefore, be no real objection on the grounds of banking theory to use a part of 
bank deposits for term lending under the clianged economic climate and 
Ijanking conditions of today. The growth in term funds enables tlie hanks to 
lake a greater share in the term needs of industry.*® 

The present conditions in India are especially favourable to the ado()iiou of 
formal term lending, particularly by the larger banks. The tone and elliciency 
of the banking structure of the country has been greatly strengthened during 
the fifties by virtue of the passing of the Banking Regulation Act, the subsequent 
amendments thereto, and particularly after the introduction of the Deposit 
Insurance Scheme in 1962. The acceptance of economic planning has brouglu 
about greater stability and discipline in the economy. The Reserve Bank has 

** Section lj{l)(b) of the Indusirial Development Bank of Canada Act. 

” Diamond, W., op. cit., p. 46. 

« Trend & P,ogreit of Banking in India, 1965, Resenr Bank of India, publid.cd in Reserve Bank 
of India BulUlin, May 1966, p. 540. 
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been vested with wide and sweeping powers to control and regulate banking 
activities. The nationalisation of the major banks is another forceful factor. 
Tlie needs of industry in the planned period are such that loans for a longer 
duration than are generally granted by banks are required. The objections to 
capital or term lending should, therefore, break down under these changing 
circumstances. 

In the USA, during the period 1946-55, term loans increased by 200 per¬ 
cent approximately for relatively small borrowers and 87 per cent for large 
IjLisiness concerns. This was the period of rapid expansion when business needed 
funds for plant expansion, the purcliase of equipment, etc.*® The present Indian 
economy under the stimulus of the Five Year Plans has been passing through a 
similar period of ne^v business formations, growth, and expansions accompanied 
by an increase in term loans. In other words, growth in term finance aids the 
process of capital formation and economic expansion. The Indian bardcs have, 
therefore, to focus attention on the task of a scientific examination of term loan 
applications making use of criteria adopted in other countries to the extent 
permitted in the Indian context. 

The traditional method of assessing the capability of industrial borrowers 
should be avoided and a breadth of vision will be required to judge the capacity 
of an industry insofar as repayment of loans is concerned, not on the basis of the 
extent of ownership of assets but on the capacity of future yield on which alone 
depends the safeguard of the banking system against the calculated risk of term 
loans. The wisdom of allowing term loans will no doubt hinge on the ability 
of the Ijanker to distinguish between an industr^'’s economic possibilities and an 
industry with an immediate rosy picture offering no certainty as to its sustain¬ 
ability in future. In this regard it is pertinent to quote the following observa¬ 
tions:*’ 

While a static analysis of the balance sheet position would suffice for 
sliort-term loans, appraisal of term loans requires a dynamic approach, 
involving as it does, among others, a projection of future trends of output 
and sales and estimates of costs, returns and flow of funds. 

I lius, from the standpoint of loan liquidation, ‘anticipated income* has sup¬ 
planted the ‘.self-liquidating’ theory of repayment that has characterised short¬ 
term loans. 

It would be a good augur\^ on the pan of the central banking authority to 
provide active encouragement to small and medium bankers also to adopt 
this line. 7’hose small and medium-sized banks which cannot afford to maintain 
technical staff individually could join together and set up a common advisory 
board, or they could form a consortium on the German model which would 


also distribute the risk among the bankers. 

Even the Radcliffe Clommitiec which met exactly three decades after the 
Macmillan Committee, has recommended that the banks should be ready to grant 


term loan facilities 


within individual limits 


as an alternative to running 


“ Rccd, op. cit., pp. 306-307. 

Apfirtiisai of Term l^ans. Reserve Bank of India, Bombay, 1962, p. 11. 
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overdrafts for creditworthy commercial and industrial customers. Further it has 
been discovered by experienced bankers that term credit correctly granted, 
supervised, and in proper amounts is a desirable form of earning assets. 

It is time for the Reserve Bank of India too to revise its conservative policy 
regarding term financing by the commercial banking system and take bold mea* 
sures to tackle the situation threatening industrial development. A more imagi¬ 
native outlook, a versatile approach free from the old shackles of conserv'atism 
which cramped their operations in earlier years, and the commercial banks can 
certainly take up the challenge thrown by the rapidly changing economic scene. 
Finally, the central banker as lender of last resort is duty-bound to support the 
market, ‘with adequate loans to relieve a liquidity crisis’, but he has ‘no duiv to 
support everybody alike’. The central bank, in the words of Professor Sayers,** 
will channel its help only through institutions that have conducted their busi¬ 
ness on healthy lines. This is a powerful sanction, and the central bank should 
make the most of it in order to guide and encourage the growtli of healthy 
commercial,. .banks to meet the needs of the expanding economy. 



*• Sayert, R. S„ op. cii., p. 


Central Bank in Relation to 

Development Bank 


Central Bank as a Development Agency 

Clentral bank participation in the establishment and management of develop¬ 
ment banks is fairly common. The growth and efficient working of all types of 
linancial institutions is the concern and responsibility of a central bank. In fact, 
central banks (including the archetype of all central banks, the Bank of England) 
have generally played an important role in the establishment and working of 
development banks. This is only proper on account of the central bank’s pivotal 
position in the money and capital markets. In fact, the role of a central bank 
in underdeveloped economies will be quite varied and e.xtensive. As a develop¬ 
ment agency, a central bank has a strategic part to play in the economic 
development of these countries, particularly in the long run. An important facet 
of this role is the building up ol the ‘financial infrastructure’ of future economic 
development. It has to adopt ways and means for quickening the development 
of a diversified institutional framework corresponding in nature to social over¬ 
head capital like transport and power. The chief elements ol this role consist 
in creating local money and capital markets where these are nonexistent, in 
further developing and strengthening these markets where they exist only in a 
rudimentary stage, in promoting the growth of various types of financial inter¬ 
mediaries with their diversified financial assets and thereby facilitating the 
process of saving and investment, and in establishing an expert intelligence 
service with a view to seeking out and highlighting the crucial variables in the 
economic system. Apart from the central bank’s role in building up an institu¬ 
tional and financial framework conducive to economic development, it has a 
magnificent part to play in financing the economic development in under¬ 
developed countries, directly as well as indirectly. When we speak of the 
central bank a.s taking a direct part in financing economic development we 
do not suggest that it should get involved in the appraisal or administration of 
industrial and agricultural loans. It does not possess the necessary expertise 
ft)!' the management ot sucli loans or the requisite machinery for screening the 
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various proposals that may be put before it. The central bank's proper role in 
this regard is to promote the establishment of specialised financial institutions 
such as development banks by participating in their equities and bonds, by 
making loans and advances to the institutions, as the need arLscs. and sometimes 
even by owning them wholly. There are, again, various ways in wliich the 
central bank can take a sliare in the indirect financing of the country ’s economic 
development. It can, for example, extend its guarantee to the payment of a 
minimum rate of dividend on the share capital of the development banks and the 
principal and interest of the bonds issued by them, as well as to the loans 
granted to them by foreign institutions like the World Bank and its alfiliates. 
It can make available its expert teclinical advice to the development banks 
with regard to the timing of their bond issues. The central bank is also ratiier 
favourably placed to resist political and sectional pressures. Nomination of 
directors, the loan of tlie services of its officers, who would occupy managerial 
positions in the development banks, or help hire such officers are also other 
ways in which a central bank can help the development banks. Generally, 
there arc also arrangements for the central bank to make short-term as weW as 
medium-term advances to development l)anks up to specified limits. 

In the advanced economies specialist institutions for meeting the various 
types of financial requirements have gradually evolved in the normal coui'se of 
time and have attained maturity only after passing through the various stages 
of growth and experiment. The building up of such institutions cannot be left 
to the process of evolution in the underdeveloped countries. The evolutionary 
process will inevitably be slow, too slow, to fulfil urgent needs. Agriculture and 
industry in these underdeveloped economies are badly in need of capital, botli 
loan and equity, as well as proper technical advice and guidance without which 
their development cannot be accelerated. The promotion of such specialist 
institutions by the central bank is, therefore, an important desideratum for 
quick economic growth. The wide range of specialised banking and otlier 
financial services to be seen in the industrially advanced countries today does 
not exist in the underdeveloped countries or exists only in a rudimentai-)' stage. 
An agency will be required to create and foster them. Tlio most appropriate 
agency for the task is the central bank. 

In the advanced countries tlie central bank had a base for its operations in the 
variety of financial intermediaries already in existence. In tlic underdeveloped 
economies and emerging countries of Africa the usual pattern is reversed; and 
it is the central bank itself which will have to sponsor and develop the institutions 
which will ultimately become the necessary base for its operations. Tlie central 
banks in those countries have in actual practice participated in the direct and 
indirect financing of their economic development by assisting the formation 
of development banks through equity participation cither wholly or partly, 
by providing marginal assistance to the long-term lending institutions and by 
guaranteeing their obligations in the domestic as well as the overseas market. 
Central banks in such countries thus have to perform a very significant role in 
assisting the institutionalisation of savings and investment. The rate of economic 
growth is conditioned by the accumulation, disposition and diversification of 
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financial assets. Such accumulation of financial assets with a diversified pattern 
of risk and reward attaching to them ensures a wider and more rational choice 
for savers. It also provides a more efficient mechanism for the allocation of 
investable resources through the operation of financial intermediaries in their 
various forms which tend to grow with the increasing tempo of economic 
development. It may be pointed out here that most of the central banks operat- 
ing in the newly independent African colonies have been fulfilling an important 
role in creating and developing a variety of financial intermediaries extending 
sitort, medium as well as long-term credit.^ 

It is in this context that reference must be made to the institutional device- 
development banks—in the sphere of industry and agriculture which has come 
to be adopted by many underdeveloped countries to attain a rapid rate of eco¬ 
nomic development. Designed to provide the most fundamental ingredients of 
economic development such as capital, enterprise, technical know-how, etc., 
they have come to be established in the various underdeveloped countries 
not only of Latin America but also those of Asia and Africa. Specialist insti¬ 
tutions for providing development finance are to be seen in advanced countries 
where they also cope with specific problems posed by the after effects of the 
Wars, tlie Great Depression and widespread unemployment. In some cases they 
have been totally Government-owned; in others partly Government and 
partly central bank-owned and in yet others privately owned or even mixed. 
There are one or two remarkable instances of development banks being com¬ 
pletely owned by central banks such as the Industrial Development Banks of 
Canada and India. The recently established Industrial Development Bank of 
Nepal is public-owned. In the case of the Napalese Industrial Development 
Corporation, the Act has no doubt provided for private investment but the shares 
are at present owned by His Majesty’s Government of Nepal. The Development 
Bank of Indonesia (1960) is completely state-owned. Whatever may be the 
structure of ownership of the banks, they have almost invariably been sponsored 
by the Governments or the central banks or in conjunction with both. In 
almost all countries, whether developed or underdeveloped, wherever develop¬ 
ment financing institutions have been set up, it is the central banks wliich have 
assisted in their formation by participating wholly or partly in their share capital, 
by refinancing their loans, and by guaranteeing their obligations in the internal 
as ^veil as the international capital market,* 

Thus central banks, in developing Asian countries like India, Pakistan, 
Ceylon, Nepal, etc., as well as in the developed countries such as the UK and 
Canada in the West, have been instrumental in promoting the establishment 
of a network of development banks by directly subscribing to their initial capital 

* Dcslimukh, C. D., “The Balance Between Monetary Po'tcy and other Instruments of 

Economic Policy in a Modern Society”, under the spomorahip of The Per Jacobsson Foundation, 
October 1, 1965. 

* (i) Boskey, Shirley, Problem and Practices of Development Banks, Appendix D. “Sample 

Charters”, pp. 146-188. 

(ii) Diamond, William, Development Banks, Appendix 11, pp. 95-118. 

(iu) Basu,S.K.. TheoiyandPracliceo/Deoelopn^tBanking,‘‘SamplcVrovaions^ypp. 156-229. 
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and in various otlier ways. The Reserve Bank of India lias played a major role 
in promoting the institutionalisation of industrial and agricultural credit and 
building up a sound structure of development banking. In the .\frican countries* 
development banks or corporations are already operating in Nigeria. Ghana, 
Sudan, Morocco, Tunisia, Libya and Rhodesia. The anxiet\- of the countries 
to participate in the promotion of various kinds of financial institutions for 
facilitating their economic development is reflected in the statutes of the central 
banks. The observations of Dr. Basu* in this regard are quite pertinent: 

The Central Bank as the central arch of the monetary- banking structure nf 
a country and being at the helm of financial management is the most suitable 
agency for broadening and deepening the institutional framework of develop¬ 
ment finance for promoting the country’s economic development. 



An Identical Board for the Central Bank and Development Baink: 
Raison d’etre of a New Development Bank 

On the analogy of the Canadian IDB, the Board of Directors of the Rescn c 
Bank of India is the cx-officio board of directors of the Indian IDB too. The 
tasks of a development bank are entirely different and the same Board cannot 
be expected to do full justice to different tasks at the same time. The Cianadian 
bank has not been assigned the same ambitious role as tlte IDBI and the j)roblems 
of development in the two countries are widely different. What may be sauce 
for the developed goose may not prove suitable for the undeveloped gander. 
On account of the marked widening of its activities, the central bank manage¬ 
ment may not be able to do justice to central banking responsibilities proper as 
well as to running a development bank. An identical Board for the central bank, 
and the development bank is, therefore, neither appropriate nor logical. 

The IDBI was bom out of the varying concepts of the functions and activities 
of development banks underlying the formation of all these institutions. A close 
examination of the statute establishing the Industrial Development Bank of India 
will at once make it clear that it is an amalgam of the ideas that were incorporat¬ 
ed in the IFGI, ICIC, SFCs, NIDC and the RCI. Fhe various forms in which 
financial assistance is provided by it closely resemble those of the IFCI and the 
the ICIC. Its field of activity is not confined to public limited industrial com¬ 
panies only like the IFCI and ICIC but extends generally to all industrial 
enterprises incorporated under the Companies Act or any other law, such as 
partnerships or private limited companies as in the SFCs. It covers not onK 
all the various types of industrial enterprises and services which are within the 
purview of the IFCI, viz. those engaged or to be engaged in the manufacture, 
preservation or processing of goods, in shipping, in mining, in the hotel industry, 

* Basu, S. K., Cenual Banking in Emerging Countries, /\sia Publisliing Hoiuc. Bombay IMUH 

pp. 200-233. ’ 

* Baau, S. K., Theory and Practice oj Development Banking, Asia Publishing House. Bombay 

1965, p. 92. ’ oomoay, 
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in the generation or distribution of electricity or any other form of power, but 
also many other services like the transport of passengers or goods by road, water, 
or air. It is interested not simply in the private sector but also like the NIDC 
in the public sector and in the basic or key industries as well. Its activities 
accent not only the financing but also the development and promotion of 
industries, again like the NIDC. by providing technical advice and planning, 
promoting and developing industries. Lastly, the refinancing concept has been 
borrowed from the RCI in that it refinances the loans and advances granted to 
any industrial concern by corporations and institutions notified by the central 
Government in this behalf. It is also reminiscent of the Agricultural Refinance 
Corporation formed earlier under the auspices of the Reserve Bank of India 
with the object of providing long and medium-term refinance or finance facilities 
for development of agriculture and plantations (Chapter 6). Thus it is a mixture 
of various ingredients. 

A more fruitful step would have been to unite the NIDC with its accent on 
promotion and development and the IFCI with its emphasis on financing. 
Instead of sponsoring another innovation and asking the Reserving Bank to 
adopt it as a child of its own, the Resci-ve Bank of India should have been 
better directed to act as a midwife to assist the birth of the IDBI out of the 
union of the IFC with NIDC.® 

Tlu* proliferation of these institutions is puzzling and reflects the persistent 
efforts of the Reserve Bank to rectify' the failures of its previous half-hearted 
attempts. 


lU 


Central Bank as a Coordinating Agency 

An important function that a central bank can perform in respect of develop¬ 
ment l)ank is to serve as a coordinating agency. In many countries, there arc 
several development banks and the central bank is well placed to coordinate 
their policies and operations regardless of whether it owns any stock in them. 
In India, for many years now, the Reserve Bank has convened an annual con¬ 
ference of the development banks, which is attended by representatives of 
the development banks, as well as by representatives of the Government and 
some leading commercial banks active in term financing. The exchange of 
information and the frank discussion among representatives, under the Reserve 
Bank's guidance, have been of considerable assistance to the institutions. 

Where there are several long-leim financial agencies, there will be problems 
in the demarcation of spheres and of coordination. Where, for instance, separate 
development banks exist for large, medium and small industrial units, some over¬ 
lapping will occur and ^vo^king rules will have to be established for keeping 
this to the minimum. Where the statute sets the upper limit to the assistance 
that can be rendered to any single unit—Rs 20 lakhs in the case of the State 


* Hasu, S. K., Theory and Practice of Development Banking, op. cit., Chapters 9, 10 & 11. 
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Financial Corporations in India—such overlapping is avoided. I'urdicr, tiicrc 
is also an understanding that the Industrial Finance Corporation of India will 
not normally entertain applications for loans below Rs 20 lakhs. 

These days there is a demand for funds in excess of availability. C'oordinaiion 
is mostly called for to allocate equitably the available funds among the numerous 
applicants. Coordination is of two types, that with regard to general operational 
policies and the other with regard to individual projects seeking assistance, es¬ 
pecially the large sized ones. In respect of the latter, formal or informal consortia 
are often formed sometimes including commercial banks too. Consultations 
among the institutions arc also called for while disbursing funds and while 
carrying out postsanction surveillance. 

Coordination of the operations of not only the development banks proper, 
but also of other major financial institutions in the capital market, such as life 
insurance companies or corporations, provident or pension funds and other 
institutional investors is necessarv-. In many of the developing countries, such 
institutions are nationalised, their operations being subject to broad statutory 
control. This tends to secure, to some extent, the basic objective of coordination 
—the investment of funds in a manner that will promote the ends of the national 
development plans or programmes. 

Finally, it may be observed that the arrangement relating to the nomination 
of the officers of the Government, the central bank, and the apex development 
bank on the boards of other development banks and institutional investors, 
ensures the presence of some common directors and helps in establishing a close 
working relationship among the development banks. However, it is undesir¬ 
able to have such arrangements on an extensive scale. 

IV 


Observations 

A development bank is an institution to promote and finance enterprises. 
It is intended to speed up economic development by making capital available 
and encouraging a spirit of enterprise. Perhaps ilte most important deficiency 
in India is not only finance but enterprise and managerial and technical skill 
too. What the business community in India, or in any other underdeveloped eco¬ 
nomy, lacks and what development bank can help provide arc: 

tlie attitudes and skills required to direct private savings into prodtictive 
enterprises no less profitable in the long run than the traditional uses of savings 
and much more important to rapid development.* 

Thus, in the provision of long-term capital and stimulating cmerprise, a central 
bank can have a substantial and beneficial influence on the economic develop¬ 
ment of a country by providing leadership and initiative in the establishment 
of development banks for specific fields. 

Since the phenomenon of a central bank having a development bank as a 


• Diamond, W., op. cit., p. 85. 



208 CENTR^VL BANKING IN A PLANNED ECONOMY 


subsidiary is very rare, it may be presumed tliat it is justified by special circum¬ 
stances. In this connection it may be recalled that the Canadian Royal Com¬ 
mission on Banking and Finance, which reviewed the matter in 1964, concluded 
in favour of the existing arrangement of the development bank as a subsidiary 
of the central bank. 

In an undeveloped money and capital market as in India today, it is wrong to 
insist categorically that a central bank should not undertake development 
lianking. On the contrary, it sliould not hesitate to enter the field of develop¬ 
ment banking in the interest of stimulating the capital market, should it be 
necessary. Though India is progressing in economic development, the time has 
not yet come for the Reserve Bank of India to retreat from other than those per¬ 
taining to central banking functions. In fact, in a developing economy, the 
promotional role that a central bank has to pla.y undoubtedly involves the 
assumption of diverse functions and the use of a multiplicity of techniques. 
Contrary to the present climate of opinion, the Reserve Bank of India is cer¬ 
tainly not overstepping its role. In a developing economy, a central bank has 
to fulfil an important role in the financing of economic development and it does 
so by assisting the establishment of development banks. 

The central banking institution, being at the helm of financial management, 
i.s the most suitable agency for broadening and deepening the institutional 
framework of development finance for stimulating the growth of the economy. 
The pursuit of developmental monetary policy, indeed, reinforces and streng¬ 
thens tlic regulator)' role of the central bank as these functions are comple¬ 
mentary 

central banker in a planned economy would fail in his duty if he conccincd 
himself only with the negative regulation of the flow of funds. He would have to 
lake an equally active part in creating, or helping to create the machinery 
needed for financing developmental activities in the desired directions. 



10 


The Reserve Bank and Export 

Credit Problems of India 


Export Promotion and Economic Growth 

Expansion of exports is the basic element in a strategy for financial recovers'. 
Exchange of exports for imports leads to higlier income which leads to higher 
savings which, in turn, make possible a higher level of investment. 

An economy with a high growth rate is also expected to have a high export 
growth, and the latter plays an important role in industrial development. In 
fact, the growth potential of Japan’s exports must be considered as an important 
instrument for her striking economic advancement. The Chancellor of the 
British Exchequer, also, in a statement stressed “export-led growth” for the 
financial recovery of the UK. Therefore, export industries in India must be given 
a higher degree of priority than has been the case so far. The pattern of invest¬ 
ment should be more carefully and scientifically determined, in terms of cost- 
benefit ratio including the impact on foreign exchange. 

In spite of an increase in exports India’s balance of payments deficit went up 
to more than Rs 1,000 crores during 1974-75. According to the apprehension 
expressed by the World Bank the gap is likely to widen further in the current 
year. The strategic role of exports in stimulating economic development natural¬ 
ly leads us to consider the role of the Reserve Bank of India in promoting export 
trade. The achievement of the target for exports in the Fifth Plan will require 
determined and well-articulated export promotion efforts on the part of the 
Reserve Bank as well as the other banks engaged in financing foreign trade. 

Export finance means the provision of funds to facilitate the carrying of com¬ 
modities from the point of manufacture to the point of delivery. It stands for 
larger and cheaper credit facilities to the exporters. Extension of credit to 
Indian exporters ultimately results in more favourable terms to the overseas 
buyers. It is only the better payment terms that account for the capturing of tlie 
textile trade in Asian countries by China or the East European countries. The 
provision of adequate export credit at lower cost has assumed, undoubtedly, 
new significance in the development of international trade today. Indeed, the 
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leading exporting countries are providing larger and cheaper credit faciUties, 
they have already established the necessary institutional financial arrangements 

and are striving to improve them further. 

n 


Mechanism of Export Trade Financii^ in India 

Export finance in India may broadly be classified as preshipment or pac^g 
credits and postshipment credits. Preshipment credit connotes funds for facilitat¬ 
ing production, processing or packing of exportable goods and finally arranging 
for their shipment. Packing credits, therefore, are intended to provide preship¬ 
ment finance to the exporter to enable him to purchase the goods, process them 
if necessary, and ship them eventually according to the terms of his contract with 
the overseas buyer. This category of finance is assuming larger importance and 
greater significance in India in the present context as an all out effort is being 
made to stimulate exports. No exact statistical data is available to distinguish 
preshipment finance from domestic trade credit, inasmuch as many goods are 
produced botli for export and for consumption in the home market. Neverthe¬ 
less, it is true that bank credit has a positive role at the preshipment stage of 
foreign trade. This credit is, generally, in the nature of short-term advances 
and partakes of the form of cash credit or overdraft from banks. Sometimes 
credit opened by foreign banks on behalf of overseas importers in favour of 
Indian exports contains a red clause. This clause indicates the buyer’s reliance 
on the seller’s honouring the obligation under contract so as to induce him to 
arrange for advance payment prior to the shipment of the goods. It authorises 
ilie negotiating banker to grant an initial advance to the beneficiary to enable 
him to pursue the operation leading to the export in question. This practice 
lias not gained ground in India yet. 

In Australia, tlic short-term financial requirements of primary producers are 
met by the Reserve Bank of Australia through its Rural Credits Department. 
This Department finances the statutory Marketing Boards to enable them to 
make payments to growers for the primary produce pending its sale in the local 
market or abroad and also to finance marketing expenses which, in some cases, 
include processing and packing of the commodity. The maximum period for 
repayment of the advance is one year which is adequate for the purposes of ex¬ 
port of primary produce. The bulk of the export finance, both preshipment and 
postshipment, is provided by trading banks which are specially instructed to 
bring to the notice of the Reserve Bank of Australia any stifling of foreign trade 
owing to tl\e restrictive credit policy of the Reserve Bank that it may consider 
relaxing it in such an exigency. With regard to the cost of export finance at the 
preshipment stage, the banks are requested to charge special low rates for export 
industries irrespective of wliether a part of their production is for domestic 
production or not. 

Another form of presliipment finance in vogue in Australia is termed ‘back 
to back’ credit. In the export-oriented programme of India’s planning, this 
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type of credit can. play a useful role in facilitating exports. It often happens 
that the Indian exporter does not have enough finance to pay for the goods he 
proposes to ship abroad. In this case, he can request his banker to establish 
credit against an overseas letter of credit. 

m 


Existing Export Credit Arrangements and the Need for an Export- 
Import Bank 

Three major aspects of export credit are the availability and cost of credit, 
insurance of risks and guaranteeing of export credit, and a system of collecting 
information on foreign markets and crediuvorthiness of importers, etc. The 
institutions which provide export credit in India, either directly or through re¬ 
finance, at present are: (i) commercial banks, (ii) the Industrial Development 
Bank of India, and (iii) the Reserve Bank of India. Commercial banks provide 
short-term as well as long-term credit to exporters at both the preshipment and 
the postshipment stages. The quantum of finance provided by commercial 
banks to the export sector has shown a steady progress from Rs 263 crores in 
June 1969 to Rs 382 crores in June 1971. As a proportion of total credit, it has 
gone up from 7.3 to about 8 per cent. Commercial banks have also relaxed 
their procedures in respect of such credit. 

The Reserve Bank and the Industrial Development Bank of India supplement 
the resources of commercial banks. The former refinances scheduled banks in 
respect of their short-term credit not exceeding 180 days. The basic object of 
the Reserve Bank’s policy has been to insulate the export sector from the 
impact of its policy to restrict domestic credit. 

The history of its policy on export credit has been one of liberalising refinance 
facilities to commercial banks. Since 1968 concessional rates of interest have been 
fixed for export credit by banks. To compensate the banks for the difference 
between this rate and the rate they would normally have obtained, the Govern¬ 
ment of India pays them a subsidy at the rate of 1.5 per cent per annum on their 
outstanding amount of export credit. Refinance of export credit is made on 
concessional terms and borrowings by scheduled commercial banks for the pur¬ 
pose are not taken into account in calculating the net liquidity ratio. Export 
credit given by banks is exempted from the ‘norms’ relating to insecured 
advances and guarantees given by banks to exporters. The IDBI supplements the 
resources of conunercial banks both by way of refinance and participation loans 
in respect of medium-term advances. Refinance is provided at concessional 
rates. With the increasing importance of term credit, the IDBI introduced a 
scheme in December 1968, in participation with approved commercial banks, for 
providing direct term finance at a low rate of interest and guarantee facilities 
to industrial concerns for the export of engineering goods or services on a 
deferred payment basis. 

As for the cost of credit, the maximum rate which scheduled commercial 
banks can at present charge on their preshipment and postshipment credit, 
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Other than the credit provided to exporters on deferred payment basis, cannot 
exceed 11.5 per cent. The maximum rate on deferred payment export credit 
is 8 per cent. It ^vill thus be seen that, from the point of view of availability and 
cost of credit, the present institutional arrangements will not be improved by 
the creation of a specialised institution like the Export and Import Bank. 

It is sometimes contended that if a specialised export-import bank is set up, 
it can take care of all the export credit problems of an exporter so that he does 
not have to go from one institution to another, for example, to a commercial 
bank for obtaining a loan, to the Export Credit Guarantee Corporation 
(ECGC) for export credit guarantee and to the IDBI in the case of participation 
loan arrangements. The Banking Commission also feels that it is not necessary 
to create a new institution for coordinating the efforts of different institutions. 
Consultative and informal groups constituted by the IDBI can be entrusted with 
this function. 

The Indian money market and capital market has already been flooded with 
a plethora of specialised institutions for speciflc fields of economic activity. The 
logic of the creation of a new institution for coordinating the efforts of another 
coordinating agency—^the IDBI—and others is, indeed, puerile. 

So far as the question of providing insurance or the guarantee cover for export 
loans is concerned, the ECGC has progressively liberalised and extended the 
coverage of its schemes. The following Table shows the value of bank advances 
and other facilities obtained by exporters under the fold of ECGC’s guarantees 
from 1966-74: 


Tear 

yiaiue covered 
(Rupees in crores) 

Percentage increase over 
the previous year 

1966 

39.17 

— 

1967 

66.16 

68.0 

1968 

108.79 

64.4 

1969 

166.52 

55.1 

1970 

207.93 

24.9 

1971 

289.73 

39.3 

1972 

506.35 

78.8 

1973 

973.31 

92.2 

1974 

1,335.35 

37.5 


The policies of the ECGC are beneficial both to the exporters and to the banks. 
It is not, therefore, clear how the creation of a specialised institution ^viU improve 
the guarantee facilities. There is however one lacuna—the absence of insurance 
against the risk of variations in the rates of foreign exchange. The Reserve Bank 
should make suitable arrangements for providing exchange cover on reasonable 
terms in respect of exports made on a long-term deferred payment basis. 

Regarding the pooling of information relevant from the point of view of ex¬ 
porters, the IDBI is in an excellent position to obtain the information, keep it 
up-to-date and make it available to commercial banks and others. Hence, on 
this ground also there is no need for creating an Export Import Bank. 
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The Reserve Bank of India recently announced additional incentives to the export 
sector in view of international developments. In modification of its directive 
governing its export credit policy the Reserve Bank has provided some relief in 
preshipment and packing credit for specified medium and heavy engineering 
goods as well as for construction contracts. The salient features of the recently 
announced policy providing additional incentives to the export sector are 
given below: 

(i) On preshipment credits in general the maximum period for which the 
concessional rate of interest at 11.5 per cent per annum applies, will conti¬ 
nue to be 90 days. In case preshipment credit has to be given by banks for 
a longer period, on account of delays attributable to reasons which arc 
beyond the control of the exporter, banks are required not to charge a rate 
exceeding 2.0 per cent over the concessional rate of 11.5 per cent (i.e. 
13.5 per cent) for a further period of up to 45 days. 

(ii) In the case of preshipment credit for specified medium and heavy engineer¬ 
ing goods, the period for which the concessional rate of interest at 11.5 
per cent per annum applies will be raised from 90 days to 180 da\-s. In 
case preshipment credit has to be given by banks for a longer period, on 
account of delays attributable to reasons which arc beyond the control of 
the exporter, banks are required not to charge a rate exceeding 2.0 per 
cent over the ceiling rate of 11.5 per cent (13.5 per cent) for a further 
period of up to 90 days. 

(iii) Over and above these periods stipulated according to the twotier system, 
banks are free to charge normal lending rates in respect of items (i) and 
(ii) above' (for further details see Chapter 2). 

IV 

Refinance Facilities to the Scheduled Commercial Banks from the 
Reserve Bank of India 

An outline of refinance facilities to the scheduled commercial banks from the 
Reserve Bank of India is given in the accompanying charts. 

Export credit has been accorded special status in view of the need for intensi¬ 
fying export promotion. Even so, an element of discretion in sanctioning re¬ 
finance accommodation to conunercial banks against their preshipment (packing 
credit) and postshipment credit was introduced in the wake of credit control 
measures initiated by the Reserve Bank in November 1973. Refinance up to 
10 per cent of the weekly average of an individual bank’s export credit (preship- 
raent and postshipment) was granted at the Bank rate up to the end of June 
1974; borrowings under this limit, however, impaired the bank’s net liquidity 
ratio. Additional refinance was provided in deserving cases by the Reserve 
Bank for meeting exclusively the credit needs of the export sector at net liquidity 
ratio. In July 1974, the Reserve Bank withdrew the export refinance limits 


» BDOD. No. Dir. BC/38/C. 96-75, dated May 8, 1975. 



214 CENTRAL BANKING IN A PLANNED ECONOMY 


Refinance Facilities to the Scheduled Commercial Banks £rom the 

Reserve Bank of India 

(1) Effeetioe from Nov. /, 1971 U> Nov. 16,1972 


Net LtquidUjf Position 

(I) 


Irrespective of net liqui* 
dity ratio. 


At 4.5 per cent 

( 2 ) 


At Bank Rate (6per cent) 

(3) 


I. Export Credit: 

Up to an amount An additional amount 
equal to 10% of of 10% of the annual 
the annual average average in 1971. 
in 1971. 


Remarks 

(4) 

Borrowings equal to 
20% of the annual 
average of export cre¬ 
dit in 1971 will not im¬ 
pair the net liquidity 
ratio. 1971 base to be 
effective from Jan. 1, 
1972. 


(2) Effective from Nov. 17, 1972 to Mar. 29, 1973 


Net Liquidity Position 

( 1 ) 


At 4.5 per cent 
( 2 ) 


At Bank Rate (6per cent) 

(3) 


Irrespective of net liqui¬ 
dity ratio. 


1. Export Credit: 

Up to an amount An additional amount 
equal to 10% of of 10% of the annual 
the annual average averse in 1972. 
in 1972. 


Remarks 

(4) 


Borrowings equal to 
20% of the annual 
average of export cre¬ 
dit in 1972 will not im¬ 
pair the net liquidity 
ratio. 1972 base to be 
effective from Jan. 1, 
1973. 


Net Liquidity Position 


(3) Effective from Mar. 30, 1973 to June 12,1973 


At 4.5 per cent At Bank rale {6per cent) 

up to May 30, 1973, and 
7 per cent thereaJUr 

(2) (3) 


Irrespective of net liqui¬ 
dity ratio. 


1. Export credit: 

Up to an amount An additional amount 
equal to 10% of of 10% of the annual 
the annual average average in 1972. 
in 1972. 


Remarks 


Borrowings equal to 
20% of the annual 
average of export cre¬ 
dit in 1972 will not im¬ 
pair the net liquidity 
ratio. 1972 base to be 
effective from Jan. 1, 
1973. 
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(4) Elective from Jiau 13, 1973 to Julj 12, 1973 


fftl Liquidity Position 



At 5 per cent 



At 5.5 At Bank Rate 
pet cent (7 per cent) 

(3) (4) 


Remarks 

(3) 


Irrespective of net Uqui* 
dity ratio. 


1. Export Credit: 

Up to an amount An additional amount 
equal to 10% of of 10% of the annual 
the annual average average in 1972. 
in 1972. 


Borrowings equal to 
20% of the annual 
average of export cre¬ 
dit in 1972 will not im¬ 
pair the net liquidity 
ratio. 1972 base to be 
effective from Jan. 1, 
1973. 


(5) E^utioe from July 13,1973 


Net Liquidity Position 



At Bank -ate (7 per cent) 

( 2 ) 


Remarks 

(3) 


Irrespective of net liqui- An amount equal 
dity ratio. to 10% of the an¬ 

nual average in 
1972. 


Such borrowings will impair the net liquidity 
ratio. If a bank has already borrowed under 
Section 17(3A) and such outstandings continue 
beyond July 12, 1973, they will also impair the 
bank’s net liquidity ratio. 1972 base to be effec¬ 
tive from Jan. 1, 1973. 


earlier sanctioned to banks, whenever necessary, and charged a rale of interest 
of 10 per cent per annum in respect of limits allowed to continue for exceptional 
considerations. Further, in the wake of the increase in the ceiling rate of interest 
on export credit from 9 to 10.5 per cent per annum (with interest rate subsidy 
of 1.5 per cent per annum) to be charged by commercial banks effective from 
July 23, 1974, the refinance rate on export credit has also been increased to 11.5 
per cent per annum; the earlier stipulation that borrowings under these refinance 
limits will impair the banks’ net liquidity ratio continues. Considerable fle.xi- 
bility has been given to banks in respect of the security against which they can 
obtain refinance from the Reserve Bank. They need not necessarily borrow 
against Government securities but can borrow against a declaration of export 
bilb and preshipment loans or advances under Section 17(3A) of the Reserve 
Bank of India Act, without encumbering their investments in Government and 
other approved securities. 

It b well known that several small exporters arc either not aware of, or have 
not fully understood, the implications of the schemes of the preferential treat¬ 
ment to export financing. Perhaps the Reserve Bank of India should bring out 
leaflets or brochures to popularise its schemes, both among the local exporters 
and foreign importers. It would be advbable to bring out explanatory leaflets 
giving concrete examples as guides to the bankers in their day to day 
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administration of schemes and thus enable them to cooperate fully with the policy 
of the central bank. In this context, the Japanese experience is of special interest 
to us. The rapid progress of the scheme of the Export Advance Bill system of 
the Bank of Japan (which is equivalent to the packing credit advances of the 
Reserve Bank of India) since its introduction in 1949, measured by the increased 
extension of the credit advance by the commercial banks under the scheme and 
financing at the Bank of Japan, has been particularly significant in the past 
few years. For example, the ratio of the Bank of Japan’s monthly refinance to 
the total monthly exports was 9 per cent in 1960, shot up to 20 per cent in 1967 
side by side with a significant rise in the monthly level of exports.* This is not 
only because of a further liberalisation of the scheme itself and simplification 
of the procedures undertaken by the Bank of Japan during the last several 
years, but also because of the Bank’s sustained efforts at popularisation of the 
schemes through various media. 

Under the packing credit scheme, the limits of refinance from the Reserve 
Bank have to be determined well in advance. Initially the central office of the 
Reserve Bank of India in Bombay is to be furnished with particulars of each 
exporter, to enable it to grant approval for the limits. Subsequently, central 
office approval is to be obtained also for enhancement of limits to approved 
parties, besides that for sanctioning fresh limits to new parties. The delay in 
processing applications is noticeable specially in the case of those from regional 
branch offices which are, at present, not empowered to sanction the limits but 
are only required to process the applications and forward them to the central 
office with reports giving a critical appraisal. It should be recognised that there 
is a danger of some exporters losing their export contracts because of the time 
lag involved in the processing and sanction of limits. Therefore, it is suggested 
that once a policy is laid down, the scrutiny of applications and the power of 
sanctioning of limits should be delegated to the regional branch offices. The 
examination by the central office could be done ex-post-facto for purposes of 
evaluating the scheme on a national basis. It is our understanding that by 
amending the Reserve Bank of India Act, the Reserve Bank’s limit for respective 
exporters could be dispensed with and an overall limit fixed for each bank. 
This would enable the commercial banks to expand their packing credit advances 
to exporters more liberally. In other words, each commercial bank w'ould be 
able to extend packing credit advances to respective customers fairly freely 
within the limit fixed for the bank, relying on refinance from the Reserve Bank 
of India. It may be observed that the treatment by the Reserve Bank of India 
of the lending limit would be almost the same as that of the postshipment credit 
of which few complaints are heard. 

At present, bankers are required to observe certain norms with regard to their 
credit-deposit ratio—this is only a guideline and not a regulation. Most foreign 
l)anks and some Indian banks suggest that packing credit advances extended 
by them should be exempted for purposes of computing the credit-deposit 
ratio. In computing the net liquidity ratio, the commercial banks’ increase 


* Reserve Bank of India Bulletin, February 1969. 
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in borrowings over a base period concerning the packing credit advances and 
postshipment advances are not treated as a borrowing from the Rescr\e Bank 
of India and, therefore, the net liquidity ratio would not change even if commer¬ 
cial banks increase their borrowings for export financing. If similar prefcrcniia! 
treatment could be introduced for the credit-deposit ratio, it would gi\ e a furtlier 
inducement to the commercial banks for their lendings to the priority sector. 

It is worth mentioning here that, judging from the ‘balance of powers' between 
exporters and commercial banlcs, it may be necessary’ for the Reserve Bank 
to step in to give appropriate advice to commercial bankers. Periodic consulta¬ 
tions between the officials of the Reserve Bank of India, exporters, and com¬ 
mercial bankers at the leading exporting centres would help focus attention 
on this and make possible a speedy solution of the problems arising from time to 
time. 



Refinance for Medinm-term Export Financing by tbe Industrial Deve¬ 
lopment Bank of India^ 

The IDBI provides refinance to the eligible banks against medium-term export 
credits granted by them to exporters of capital and other engineering goods 
(including manufacturers, recognised export houses or other exporters of 
standing) in the private and public sectors. Till recently, a uniform interest 
rate of 4.5 per cent per annum was charged by the IDBI and the financing 
institutions were required not to charge tlic exporters more than 6 per cent per 
annum. Consequent on the Reserve Bank of India raising the ceiling on interest 
rates chargeable by scheduled commercial banks on tlieir postshipment credits 
for exports on deferred payment terms, the IDBI raised its rate of interest on 
refinance assistance from the aforesaid 4.5 per cent to 5.5 per cent per annum 
with effect from April 30, 1974. The borrowing banks can now charge a maxi¬ 
mum rate of 7 per cent per annum on their credit to the exporters (the rates have 
been raised by a further 1 per cent effective October 1, 1974, see Annexurc at 
the end of the chapter). Till recently, the scheme stipulated that for export 
credits to be eligible, they should be repayable on the expiry of not less than 6 
months and not more than 10 years. Since keen international competition has 
forced Indian exporters also to offer long credit periods for the cxj5ort of capital 
goods, it was felt that in suitable cases export credits extended for periods 
longer than 10 years should also be eligible for refinance. Accordingly, effective 
February 18, 1974, the scheme was amended so that export credits extended for 
periods up to 15 years will be eligible to be refinanced by IDBI, subject, of course, 
to the transactions satisfying the other terms and conditions of tlie scheme. 

Preshipment credit for a period exceeding 6 months to finance the proces¬ 
sing and manufacture of goods to be exported may also be refinanced wlien 
linked with postshipment credit. No minimum or maximum limit applies 


* See Chapter 7. 
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to the size of the export credit that may be refinanced. 

The IDBI has been operating a scheme since December 1968 for financing a 
supplier’s credit for exports of engineering goods and services on deferred pay¬ 
ment terms. In December 1973, the IDBI introduced a Buyer’s Credit Scheme 
in terms of which the IDBI would, in participation with eligible commercial 
banks in India, grant credits directly to foreign importers in connection with 
exports of capital goods from India. Another aspect that has widened the scope 
of the IDBl’s export finance schemes was the grant of a special bank credit of 
Rs 25 crores to three financial institutions in Bangladesh to enable that country 
to import capital goods falling within certain specified categories from India. 
The credit is extended on a deferred credit period of 15 years at a rate of 5 per 
cent per annum and will be shared in India by the IDBI (50 per cent) with the 
United Bank of India and the United Commercial Bank which will together 
share the balance 50 per cent of the credit. 

In this connection, it may be recalled that commercial banks have exhibited 
a strong disinclination to approach the IDBI to avail of refinancing I'acihties 
in regard to medium-term export credit because of the stipulation about the 
ceiling rate of interest to be charged from the borrowers. In special cases, the 
Reserve Bank should be prepared to waive this requirement so that the impact 
of ceiling rates does not unduly hurt the productive exports of commercial banks. 
In the case of the export of commodities which have ready markets abroad, the 
ceiling of the rates of interest to be charged by commercial banks on the exporters 
should be more flexible according to the demand for such loans. The Reserve 
Bank of India, on the other hand, with its responsibility to maintain an even 
keel between various sectors of economy will do well to consider the desirability 
of introducing a preferential rate of discount for export trade in those commodities 
in which competition for foreign markets is keen and, also, where the normal 
rate of return is low in comparison with the other sectors. 

The scheme of social control and nationalisation of banks has referred to the 
three priority sectors (export trade being one of them) as deserving increased 
assistance from the banking system. It is suggested that the impact of ceiling 
rates on banks’ earnings might be reviewed on the basis of experience and no 
hard and fast rule should be laid down. In order to enlarge the flow of credit to 
this priority sector, the stipulation as to the ceiling rate of interest to be charged 
on exporter-customers must be more liberal and flexible. 

VI 


Observations 

Export finance is an important means of export promotion to earn foreign 
exchange in the modem world. Expanding exports need increasing credit facili¬ 
ties in the world markets today, which are essentially buyers’ markets. Ebeport 
finance as an instrument to stimulate export has, thus, a crucial role to play 
in acliieving a self-generating and self-sustaining economy. It would be no 
exaggeration to claim that the smooth flow of exports and the scope for increasing 
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them can be significantly influenced by the finance and services provided by 
banks.* Provision of larger and cheaper export credit facilities is difinitely a 
significant element in the development of international trade. In fact, the gene¬ 
rosity with which long-term credit can be, and is, offered by German exporters 
of capital goods, is held to be one of the prime factors for the success of Germany 
which is now challenging the lead of the USA in the world. 

Export trade depends on various factors for which proper incentives and 
amenities should be adequately provided. Export credit has a preponderant role 
and the Reserve Bank will have to perform a yeoman’s task in steadfastly pur¬ 
suing a liberal credit policy to strengthen the economy of the countrv-. 

In a growing economy commercial banks are expected to play an increasingly 
important part in promoting exports by providing export finance in adequate 
quantities. What they need is adequate refinance at reasonable rates. The 
lack of adequate banking connections between India and her nontraditional 
markets is a serious gap which must be filled by the Indian banks. They should 
gradually become more and more outward looking by opening a well-planned 
network of overseas branches and rationalising their relations with corres¬ 
pondent banks. Commercial banks, moreover, will have to give a lead to ex¬ 
porters by providing them with better advice and information on the export 
trade. The Reserve Bank should formulate more liberal schemes and adopt a 
positive approach to free the credit going to finance exporters from the ‘control¬ 
led expansion’ of the credit policy. Commercial banks, on the other hand, have 
to ensure that every legitimate demand for credit from an exporter is met 
appropriately. They should realise that they have a vital role to play in the sti¬ 
mulation of exports, the provision of adequate advice and guidance in matters 
of finance to exporters should be regarded as a part of their normal business. 

It is observed that banks generally have foreign exchange departments only at 
metropolitan centres and a few port towns. The number of centres where 
banks provide intensive export finance facilities are thus limited and should, 
therefore, be increased. The bankers also need to maintain a service cell to dis¬ 
seminate information about overseas markets as and when requested and 
particularly help new entrants in the field of exports overcome the initial diffi¬ 
culties in choosing the right market and in complying with attending formalities. 
For all the services, whether they arc related to finance or advice, the bankers 
should serve as the direct, and consequently the most important, link for the 
exporter-customers. The guidance of the central bank in this direction either 
through day-to-day contact with the commercial banks, periodical inspections 
of the banks, or periodical meetings with the bankers and exporters at a regional 
level, will certainly help the bankers in realising their responsibilities. The 
problem of finance in the promotion of exports is complex and no single and 
easy remedy for its solution has been found in any country of tlie world. It 
calls for continuous and sustained effort from all the interested parties—from the 
central bank, commercial banks. Government and the exporters themselves. 


* The Banker, London, April, 1965, Vol. CXV, No. 470, Article “Exports and the Branch 
Manager”, pp, 236-242, 
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The insurance and guarantee schemes and present procedures of the ECGC 
should be, and could be liberalised. This liberalisation will inevitably result in 
an increased financial burden on the ECGC through meeting a larger number of 
policyholders* claims. This should not deter the Corporation. Here, too, the 
Japanese practice is a useful reference and should be adopted by the ECGC. 
The Japanese Government Export Insurance Board (Export Insurance Special 
Account), no doubt, operates in principle on a no-profit-no-loss basis, but in 
actual practice the operations of the Board have almost always been in deficit 
since the inception of the Board.® Unless the central bank and the Government 
are quite positive in their attitude, i.e., willing to take risks, the insurance 
and guarantee schemes for exports might not make significant progress. 

The monopolistic position of foreign banks is a serious threat to the economic 
interests of India. The financing of the export trade in tea, for example, is con¬ 
centrated exclusively in the hands of the foreign banks. The bulk of India’s 
foreign trade is financed by foreign banks, mainly British, which have adequate 
connections with Europe and countries wliich were once a part of the British 
Empire. The lack of adequate banking connections between India and her 
nontraditional markets is a serious gap which must be filled by Indian banks. 
The expansion of overseas activities by banks headquartered in the USA is one 
of the most important developments in international finance during the last 
decade. The overall dimensions and the geographic focus of the foreign activi¬ 
ties of American commercial banks are shown in the Annexure. During the last 
decade, their foreign business expanded at a rate far in excess of that recorded in 
their domestic business. Moreover, the ovenvhelming share of this growth occur¬ 
red at their foreign branches rather than at their head offices. 

The pattern of overseas branches indicates Indian settlements abroad, and 
not Indian trade overseas. Although India has substantial trading cormections 
with the USA, Canada and Australia, no Indian bank has a branch in any of these 
countries whereas foreign banks in India enjoy the advantage of having 
branches at both the exporting and importing ends (see Annexure at the end of 
the chapter). 

Despite the importance attached to the export trade as an instrument for eco¬ 
nomic progress it is surprising that neitlier the reporting channels nor the central 
coordinating system has been developed by the Indian banks yet. The major 
Indian commercial banks, including the State Bank of India, must be encouraged 
by the Reserve Bank to undertake a regular and systematic survey of the possi¬ 
bilities of opening branches in the more important trading centres of the world, 
particularly in West Asia, the Middle East, West Africa, Europe, North America 
and South America. 

The spirit of innovation and enterprise, a study and emulation of the work¬ 
ing methods of foreign banks together will equip the Indian banks to foresee 
opportunities of foreign trade and investment. The fact is that a country which 


® For example, in case of the comprehensive shipment insurance scheme in Japan, the Govern¬ 
ment paid the policy-holders 1.6 billion yen (4.4 million) in 1965, as against a receipt of only 
1.0 billion yen (S 2.8 m) from overseas importers. 
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is able to withstand competition in foreign markets in its export business is 
already a considerable way towards a self reliant and self-sustaining growth. 
Export finance is a new and complicated field. In the rapidly clianging horizon 
of export trade in a developing economy, new problems in export finance may 
arise and new risks have to be faced by the commercial banks, new measures 
must be adopted and new rules framed by the Reserve Bank. On the part of the 
central bank, once a policy of export promotion is formulated and a scheme 
drawn up, there is still a need for efforts to adapt tlie scheme to the changing 
situation, further simplification of the procedures, and the popularisation of the 
scheme among exporters and bankers etc. This is particularly true at the early 
stages of the scheme. Also the guidelines issued by the Reserve Bank of India to 
the commercial banks in regard to their normal operations should be kept under 

continuous scrutiny to ensure that they do not constitute obstacles for the drive 
on export promotion. 
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Annexure lo.ii 


IDBPS Stractore of Interest Rates (Export Credit) 

(Per ctnl per annum) 

Rates prevailing before Rrcised rates effective 
July 27, 1974 from July 27, 1974 

IDBl Ceiling on the IDBI Ceiling on 

rate rate to be charg- Rale the rate to 

ed by the Jinan- be charged by 

dal institutions the financial 

institutions 


Export Credit 

(a) Refinance against medium-term export 
credits 

(b) Participation export finance scheme 

(c) Buyers credit scheme 


5.5 7* 5.5t 7 

(No change) 

The rate on IDBI’s portion of credit is such 
that {dlcr taking into account the participat¬ 
ing bank s rate, the average rate to the expor¬ 
ter on the entire credit will generally .65 
per cent* (no change). 


* Maximum rate of interest cliargeable by banks. 

t The rale and the ceiling on it were raised from 4.5 per cent and 6 per cent to 5.5 per cent 
and 7 per cent, respectively, with effect from April 30, 1974. 

» The rate was raised from 5.5 per cent to 6.5 per cent with effect from April 30, 1974. 
Source: Report on Cuneruy and Finance, 1973-74, Reserve Bank of India p. 213. 


Annexure lo.iii 


Stat6ni6iit Showing tho Ncmibor of Offices Opened ot CSlosed in Foreign 
Coontries by Indian Banks daring July 1973 to Jane 1974 


No. of offices opened: 6 (Rose HUI^ Bangkok*, Male, Kowloon, Paris and Dubai) 
No. of offices closed: Nil. 


* Taken over the business of the branch of Indian Overseas Bank at Bangkok* 


Annexure lo.iv 


Geographic Distribution of Foreign Branches and Subsidiaries of US 

Commercial Banksy January 1,1975 


Area 


Number of 
banks* 

Number of 
foreign 
branches 

Number ef 
foreign 
subsidiaries 

Canada 


\ 


2 

Bahamas 


72 

80 

7 

Cayman Islands 


43 

44 

1 

Caribbean 


6 

58 

4 

South & Central America 


6 

180 

8 

United Kingdom 


41 

55 

14 

Europe 


28 

112 

26 

Middle East 


6 

20 

2 

Africa 


5 

4 

9 

Asia & Pacific 


22 

124 

5 

US Overseas & Trust Territories 


4 

55 

1 


Total 

125 

732 

79 


* Number of banks in each area will not add to total because a particular bank may have 
multiple locations. 

Source: Federal Reserve Board, 
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The Reserve Bank of India and 

Exchange Control 
Administration 


Exchange Control as an Essential Adjunct in the Scheme 
of Monetary Management 


With the initiation of the development plans in the independent countries, 
wliich called for considerable expenditure of foreign exchange, the careful 
husbanding of the scarce foreign exchange reserves in the hands of the central 


banks became all tlie more necessary. I'lie mobilisation of foreign exchange 
reserves and the administration ol exchange control is interrelated. Legally, the 
Minister of Finance is responsible for the administration of exchange control, 
but usually the task is delegated to the central bank of the countty. The oHicei's 
of tlic central bank possess all the technical knowledge and experience for the 
administration of such control. Reliance again has inevitably to be placed on 
the central bank where exchange control is being cmplo\ ed as an instrument of 
monetary policy. Since World War I. the central banks of most countries came, 
either as a natural development in monetary control or as an emergency measure, 
to play an increasingly important role in foreign exchange operations.' Professor 
Sayers has also laid great emphasis on this aspect of the role of the central bank 
in underdeveloped countries.* For the successful implementation of the Five 
Year Plans to promote economic dcvelopmcni. the Indian economy needs an 
even flow of exports and imports, and for that an effective regulation of exchange 
mechanism. ThU buttresses the need of including exchange control as an 
important and essential adjunct in the scheme of monetary management in the 
developing economy of India. 


One ol the primary objectives of exchange control is to conserve, augment, 
and completely mobilise the total supply of foreign exchange available to the 


‘ Dc Kock, Cfntral Banking, Staples Press Ltd., New York, 194<i, p. 256 
'Sayers, R. S., Central Banking A/ur Bagehot, Clarendon Press. Oxford' 1957. p. 114 
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nation. The objective is not merely to prevent unauthorised use of foreign ex 
change but also to ensure its prompt transfer to the official pool. 



Aim and Administration of Exchange Control 

Excliange control was first introduced in India by virtue of the emergency 
powers derived from the Defence of India Rules promulgated at the outbreak 
of World War II on September 3, 1939. The financial provisions of those Rules 
formed the basis for the administration of the control. These war time emergency 
powers were later placed on a statutory basis by the Foreign Exchange Regula¬ 
tion Act. 1947, which came into force on March 25, 1947. Several amendments 
were made to this Act subsequently. The latest amendments which tightened 
the enforcement provisions of the Act, became effective in April 1965. The 
types of transactions which are affected by the Foreign Exchange Regulation 
Act are, in general, all those having international financial implications. In 
particular, the Act empowers the Government of India and the Reserve Bank 
of India to control and regulate 

(aj Purchases, sales, and other dealings in foreign exchange, and mainte¬ 
nance of balances at foreign centres; 

(bi Export and import of currency, cheques, drafts, travellers cheques and 
other financial instruments, securities, jewellery, etc.; 

i^c) Procedure for realisation of proceeds of exports; 

(d) Transfer of securities between residents and nonresidents and acquisition 
and liolding of foreign securities; and 

(c) Payments to nonresidents or to their accounts in India. 

In more recent years, the scope of Indian exchange control has also undergone 
some changes vis-a-vis Nepal. Although there is no exchange control between 
India and Nepal, from 1962 all foreign exchange commitments of Nepal in 
respect of the import of goods into Nepal, freight, insurance charges, service 
charges, etc., have been met by the Nepal Rastra Bank. 

Exchange control in India has undergone little structural change, but it has 
acquired a new meaning and purpose in the context of the counlr)'’s develop¬ 
mental effort under the successive Five Year Plans. It has now become an essen¬ 
tial instrument of national economic policy. By the middle of the Second Five 
’i'ear Plan, sterling balances reached a level which left no cushion for develop¬ 
mental purposes. With import requirements already cut to the minimum and 
with a continuing necessity for developmental imports and for the servicing of 
foreign loans, a special responsibility developed in the area of excliange control 
in regard to the countr\'’s external finances. 

In liricf, the aim of exchange control is to preserve foreign exchange 
resources by rationing them and to distribute them among competing import 
demands in order to obtain maximum advantage for the nation, to prevent flight 
of capital, and to make speculative or arbitrage operations in exchange 
impossiljle. To this end, all dealings of the public in foreign exchange are 
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required to be transacted only through authorised dealers. 

As in many other countries, the system of exchange control is intended to con¬ 
serve the total foreign exchange earnings of the nation from ail sources, botli 
from visible and invisible items of exports, and to regulate the use of foreign 
exchange resources for different purposes in such a manner as to promote 
all-round development of the country. Supply of foreign exchange for import 
payments is rationed by the Government of India by the issue of import licences. 
Under the Foreign Exchange Regulation Act ail transactions in foreign exchange 
by residents of India are required to be done through the medium of specific 
banks to whom licences to deal in foreign exchange have been issued by the 
Reserve Bank. These banks are called authorised dealers in foreign exchange. 

Authorisation in the form of licences to deal in foreign c.xchangc arc ordinariK- 
granted only to those banks which are included in the Second Schedule to the 
Reserve Bank of India Act, 1934. In certain cases only limited licences authoris¬ 
ing dealings in the currencies specified therein arc issued. The Reserve Bank 
may, without assigning any reason, refuse to grant, or revoke if already granted, 
the authorisation of any bank to deal in foreign exchange. This would happen 
if, in its opinion, a bank actea contrary to any of the provisions of the Foreign 
Exchange Regulation Act or any directions Issued by the Reserve Bank, or if 
it is satisfied that there are other reasons rendering it undesirable to grant or 
continue the authorisation. Authorised dealers should refer any applications 
for foreign exchange or other transactions which do not fall within the scope of 
their authority to the Reserve Bank. 

Authorised dealers in foreign exchange may exercise the powei-s indicated 
l>elow subject to the circulars and notifications issued from lime to lime by the 
Reserve Bank; 

(a) to deal in foreign currencies and for that purpose, to open and maintain 
accounts in such currencies; 

(b) to approve applications from residents for purchase of foreign currencies; 
and 

(cj to maintain rupee accounts in the names of nonresidents and to pas.s 
debits and credits to such accounts. 

An important development in the sphere of exchange control during the year 
1973-74 was the Foreign Exchange Regulation Act, 1973, which replaced the 
earlier Act (Foreign Exchange Regulation Act, 1947) with effect from January 
1974. Another development was the scheme instituted by the Reserve Bank for 
providing protection agaiast the adverse effect of fluctuations in exchange rates 
on the export earnings of exporters of goods on deferred payment terms. Tlie 
l)asic structure of the new Act is the same as that of the earlier Act. The more 
important provisions of the new Act are Sections 28, 29 and 31 which seek to 
regulate the activities in India, of persons resident outside India (including 
Indian citizens), foreign citizens resident in India and companies (other than 
banking companies; which arc incorporated abroad as w'ell as tlieir branches 
and companies in which the nonresident interest is more than 40 per cent. The 
Reserve Bank has been entrusted with the responsibility of administering all 
these provbions. Besides these, various other provisions have been introduced 
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for strengthening the enforcement machinery', preventing evasion of the regula¬ 
tions and enhancement of penalties for contravention of the regulations. Two 
significant steps relating to the exchange operations of the Bank were taken 
during the year 1973-74, the provision of long-term forward exchange cover 
for exports and the extension of the spot and short-term forward exchange 
transactions to cover the deutsche mark and Japanese yen. 

The work relating to the administration of exchange control in the Reserve 
Bank is organised under a separate depanment called the Exchange Control 
Department. The Department is under the charge of the Controller, assisted 
by the Joint Controller, Deputy Controllers, Assistant Controllers and Exchange 
Control Officers. As mentioned earlier, the day-to-day administration of control 
by the Bank involves a large measure of delegation of powers to the authorised 
dealers. In matters so delegated to them, the authorised dealers may them¬ 
selves approve remittances of small amounts for miscellaneous purposes such 
as subscriptions to overseas institutions, admission fees, pensions, etc., in order to 
reduce the number of applications to be submitted to the Reserve Bank for ap¬ 
proval, tlie sale of exchange being merely reported to it in such cases together 
with the form filled in by the applicant. Remittances of larger amounts are 
permitted only after approval by the Reserve Bank. 

Under the regulations currently in force, release of exchange in regard to all 
categories of travel requires the prior approval of the Bank, excepting Haj 
pilgrimage for which there is a separately constituted authority—the Port Haj 
Committee, Bombay. Applications for the release of exchange (other than Haj 
pilgrimage) and also for booking of passages are considered on an individual 
basis and approved accordii^ to certain rules of essentiality. No exchange or 
even booking of passage is at present allowed for pleasure travel by' Indian 
nationals in view of the continued difficult foreign exchange position. 



International Liqoidity— 

The Scheme of Special Drawing Rights^* 

passing reference to the international monetary system in terms of the role 
of the International Monetary Fund and proposals for an augmentation of inter¬ 
national liquidity under its auspices may perhaps not be out of place here. 
In its simplest form international liquidity consists of all the resources of gold 
and foreign exchange that are available to the monetary authorities of difierent 
countries for meeting deficits in their balance of payments. 

» The Unit value of SDRs was made equal to that of the United States dollar—at a mciric 
system weight cf 0.888671 gram of gold. Sl=lSDR=Rs 7.50=0.888671 gram of gold. In 
January 1972 the SDR Unit value was raised to Sl.0857 (Kent, Mon^ and Banking, Holt, 
Riiichart and Winston, Inc. p. 93). Effective from July 1, 1974, the IMF has put into 
operation a new mciho^l of valuing the SDRs using the leclmiquc known as ‘Standard basket*. 
The schcimr envisages inclusion in the basket agreed currencies on the percentage weights 
to be assigned to each currency. At present 16 currencies arc included in the basket. 
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The Special Drawing Rights, or the SDRs as they are briefly styled, are essen¬ 
tially similar to the concept of credit creation which central banks undertake 
in each country to supplement the resources of the banking system to meet the 
monetary requirements or the liquidity needs of the domestic economy. The 
translation of this concept to the international plane has had an intellectual 
appeal to economic thinkers for quite a long time. However, there are obvious 
practical difficulties. While the sovereign authority of a State ijacks a paper 
currency and the monetary authority is vested both with powers and responsibili¬ 
ties to regulate it, on the international plane in transactions between different 
countries any creation of credit had to be backed by resources that are mutually 
acceptable and a way had to be devised to ensure the equitable distribution of 
these resources between different countries. 


Under the proposed scheme, the value of the SDRs will be fixed in gold 
They will be distributed to members of the IMF in proportion to their quotas' 
The participants would undertake an obligation to pro\ide their currency in 
exchange for the SDRs when called upon to do so. The intention is that coun- 
tnes with a strong balance of payments and substantial resen-es would provide 
the requisite backing of real resources to the SDRs. The main merit of the 
scheme is its essential simplicity and flexibility. The SDRs are a form of resen e 
assets which are suitable for incorporation in countries’ reserves; they are also 
a fonn of mternational credit creation on the analogy of domestic credit 
creation subject of course to certain safeguards. Tlie SDR scheme would 
pemut the IMF to augment the stock of world liquidity in the light of emerging 
requirements. The major breakthrough, indeed, is that additions to liquidity 
are no longer dependent on the tenuous supply of gold for monetary purposes 
or on the increase in the obligations of the reserve currency countries Thus 
the object of the deliberate reserve creation of an unconditional type, in relation 
to need, would be achieved to supplement the present facilities of the Funtl 

^ managing the international monetary system 

The SDR scheme, which is the result of evolving ideas on a suitable form of 
reserve crc^ion IS indeed the intellectual descendant of Lord Keynes' proposals 
at Bretton Woods for an International Clearing Union though it does not go as 
far The reaction m Keynes’ proposals then was that it cast too great a responsi¬ 
bility on the creditor countries to finance payment deficits. Keynes’ idea that 
thesystem should have a built-in elasticity to meet future contingencies appeared 
to some to be farfetched. With the wisdom of hindsight today we cannot but 
marvel at the foresight of Keynes in this as in so many other matters. 

The SDR scheme not merely marks a major step fonvard in managing inter¬ 
na lonal money on a rational basis; it also represents the first serious effort in 
the postwar period to move away from gold as the centre of the monetary system 
by pmviding for fiduciary reserve creation. In fact as the stock of Zmetary 
gold IS not likely to expand much, and as holdings of reserve currencies cannot 
me without creatmg problems for countrie.s like the USA and the UK. addition 
world liquidity would have to come from reserve creation through tlie SDRs 
But this depends very much on the degree of international economic cooperation 
forthcoming and the willingness of countries to entrust more and more 
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responsibility for international monetary management to the still embryonic 
international central bank—the International Monetary Fund. 

However, we must recognise that the membership of the IMF is not universal. 
A significant part of the world’s trade and payments is outside the pale of the 
Fund system. We refer to the trade of the Socialist countries of East Europe 
and China. The trade of the USSR and East European countries with the 
outside world has been growing. India’s trade with them has increased sharply. 
So, too, has the trade between Eastern Europe and Western Europe and, today, 
the share of the Socialist countries in international trade is over 10 per cent of 
the total and it is likely to grow further with the opening up of more trade 
channels between them and the rest of the world. 

The system of payments evolved by the Socialist countries has a strong built-in 
mechanism for preventing imbalances. On the other hand, because there is no 
real convertibility of currencies, it has resulted in trade being conducted at prices 
higher than tliose in the international market as a whole. Yet, over the years 
new trends have been appearing in East European trade and pa^mienls which 
have tended to narrow the gap between them and the IMF system. The distance 
between the two is still significant despite the sign of triangular deals replacing 
multilateral deals and the increasing points of contact in trade, payments, and 
other relationships between the Eastern bloc countries and the rest of the ^vorld. 
We mention this fact of the two separate trading systems only to emphasise the 
point tlial the international system is still far from being a world system and there 
is a whole range of problems in that field yet to be covered.^ 

rv 


Observations 

The Bank of England, according to Einzig,® kept aloof from intervention in 
the foreign e.xchange market until the Great Depression. The old principle of 
the Bank that the participation in exchange transactions for its own account was 
not a proper sphere of activity for a central bank and that the latter should exert 
it.s influence on exchange rates through its discount rate policy, open market 
operations in securities, etc., and also, under the gold standard, througli redeem¬ 
ing its notes in gold, has been replaced in most countries by the central bank 
dealing in foreign exchange in order to directly regulate exchange rales as well 
as for the purpose of regulating money market conditions. In tliis connection, 
the purcliase or .sale of foreign exchange by the central bank has the same effect 
on the money market as purchase or sale of securities, but it should be borne in 
mind tliai the scope of tlie former is limited by the balance of payments position 
of a countn .® The technical limitations of credit control as well as its restricted 

4 

scope and range under modern economic and financial conditions have rendered 
it more neccssaiy to employ other methods as supplements or temporary 

* Rtitri't Bank oj India Btdlelin, November 1968. pp. 1408-1421. 

‘ Tfie Banker,^]uly 1944. 

• De Kock, H. H., op. cit.. Oliaptcr XI\' 
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alternatives to other instruments of credit control,’ The supplementarv' or alter¬ 
native methods which have attracted most attention since World War II are the 
use, inter alia^ of the regulation of exchange rates and exchange restriction in one 
form or another either at the same time or as alternatives. As the demand for 
and supply of foreign exchange are generally determined by the monetary 
and credit conditions, the central bank seeks: 

...to regulate money market conditions also by means of the customari- 
instruments of credit control, which would in turn help to influence the 
exchange rates in the desired directions... 

Exchange control may represent a helpful protective measure in an actual 
emergency. But it may also turn into a powerful tool of political and economic 
control in the hands of the central bank, a partner of the Government. By 
manipulating the exchange rate the central bank, as a powerful controlling 
agency of the Government, can give direction to imports and exports—based 
not on the concept of comparative costs but on political expediency. Exchange 
control may also allow a strong country' to acquire a stranglehold over a weaker 
one—it can give the strong countries the power to influence the direction of 
trade of the weaker countries and that is undesirable in the interest of world 
trade. The weaker country may have to import goods which it rcall> does not 
want, and in any case its freedom of choice of imports is restricted. All in 
all, the system cannot be recommended except under special circumstances of 
war or as a temporary measure to tide over a period of fundamental disequili¬ 
brium in a country’s balance of payments position. 

Exchange control is nothing but the outcome of the political division of differ¬ 
ent countries of the world. For instance, Cuba has now seceded from the dollar 
area because of the political transformation of that island countrv. 

To conclude, it would be fair to say that membership of the international 
economic community confers not only privileges but obligations as well. The 
countries accumulating surpluses have a responsibility to discharge by taking on 
a larger share of capital assistance to the less developed countries. It should not 
be beyond the ingenuity of leaders of international monetary thought to devise 
schemes whereby measures to augment international liquidity can be combined 
with steps to increase the international capital flows by way of development 
assistance. Thus, countries that acquire SDRs can be made to put these to work 
in the form of releasing some of their own resources for capital assistance. There 
have, indeed, been suggestions that such a link should be established. Professor 
Tri^ recognised the possibility of such a link and Mr Maxwell Stamp made a 
distinctive contribution by suggesting a direct link between augmentation of 
liquidity through deliberate reserve creation and an increase in developmental 
assistance. An Expert Group appointed by UNCTAD has also come out 
strongly in favour of linking schemes of international monetary reform with an 
increase in developmental assistance. India also has warmly supported the idea 
of such a link and stressed the importance of combining the creation of 

’ Ibid., Chapter* V and VIII. 

• Ibid., p. 257. 
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international liquidity with the provision of development finance. 

The argument for a link between international monetar\^ reform and enlarge¬ 
ment of capital assistance should not cause surprise. After all the World Bank 
and the International Monetary Fund have always been regarded as twins. 
Between them, and in cooperation with each other, they constitute the hopes 
for a rational international economic order designed to promote world economic 
growth. Just as the balance of payments can be balanced at a low enough level 
of output and employment only to the detriment of tlie country concerned and 
the world economy, so, too, there are dangers of a shrinkage of the flows of 
development capital if this latter is regarded as a separate problem for merely 
discretionary' action. Only when the shorter term and longer term aspects of the 
balance of payments are thus viewed together, can we say that the Grand Design 
set out at Bretton Woods will reach its logical fulfilment.® 


‘Sourcci: (i) Speech of the CJovernor of the Reserve Bank of India, Mr L. K. jha at the 

Annual .Meciin? of the IMF and the World Bank on NovcinlK-r 30. 1969, 
\Va!(hingron. 

(li) Speech nf Mr Morarji Desai. liuHa's then Finance Minif^crr at the Rio dc 
Janrrio meciing on September 29, 1967. 
fiii) Rese^vf Bank of In^ia BulUtWt November 1968. 
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Regulation and 
Control of Banks 


Object of Banking Legislation 

Bank behaviour and thus the contribution of the banking system to economic 
development—whether positive, negative or neutral—is strongly conditioned 
by the structure of the banking system which, in turn, is shaped primarily by 
legislation and other government policies. The structural characteristics of the 
banking system, and the laws, regulations, and customs that govern its behaviour 
will normally be important determinants of its effectiveness.^ The importance of 
a comprehensive review in depth of banking legislation and other laws affecting 
banking business in the context of banking development in India is obvious 
Hence it was but natural that the Government should have asked the Banking 
Commission to “review the existing legislative enactments relating to commer¬ 
cial and cooperative banking”. 

Experience over a long period of years, both in the developed and underdeve¬ 
loped countries, has shown that the banking system will not function satisfactorily 
without some supervision by the central bank or the Government. In fact, the 
whole process of economic life is so dependent on the banks that the maintenance 
of satisfactory banking discipline is indispensable to achieve the broad economic 
objective. Undoubtedly, there is a close connection between bank behaviour and 
economic prosperity and stability. Hence, various legislative safeguards have 
been imposed to ensure the safety of the funds of the depositor, and to encourage 
the development of banking on sound lines to steer the economy along the desired 
direction. The measures introduced to regulate and control the banking system 
m India, asm many other countries, have emerged from basic economic conditions 
which are of a changing and developing character. In India where the emancipa¬ 
tion of banldng is yet to come, the philosophy of self-regulation is not possible 
and legislative control measures become imperative to direct the banking system. 

‘ Cameron, Rondo, Ed., Banking and Economic Development. Some Lessons of History, Oxford Uni- 
vcnity PrcM, London, 1972, Chapter 1, pp. 1-125. 
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More than 70 per cent of the legislation enacted by Parliament in India since 
Independence pertains to economic matters. The dominant features of this legis¬ 
lation are the gradual extension of State control over various sectors of the 
economy and the provision of facilities for economic development in consonance 
with the Directive Principles of State policy in the Constitution of India. 

The problem of the safety of the deposits—the primary object of bank regula¬ 
tion—is intimately related to the question of the liquidity of banks. The problem 
of liquidity, again, is interwoven into that of banking functions. The salient 
features of commercial banking regulation and control in India are studied here 
from the standpoint of how far the relevant provisions are calculated to protect 
the interests of the depositor by improving the liquidity position of banks, as 
also to what extent they have been effective in regulating the flow of bank credit 
into desired channels, with special reference to planned economic objectives. 

n 


Movement for Banking Reforms in the War 
and Post-War Periods 

Banking legislation as suclt does not aim at the protection of the bank share¬ 
holder. Company Law looks after his interests. The fundamental objective of 
bank legislation is to safeguard the welfare of the depositor. Again, banking 
legislation is chiefly concerned to ensure short-term liquidity. Until recently, 
banking legislation did not give careful consideration to tlie promotion of long¬ 
term liquidity. Tlie framers of laws in various countries have endeavoured to 
secure bank liquidity through the prescription of minimum requirements of 
capital and reserve, statutory cash reserves, regulation of the type of banking 
assets, maintenance of minimum liquid assets, and segregating long-term 
investment from commercial banking functions. 

The movement for banking reform during the War and post-War periods 
has not been confined to India alone. This desire for reform, as usual, has been 
reflected in an increasing measure of banking control. Surprisingly economists 
and monetary authorities even in the USA, a country which puts its faith in free 
enterprise, have introduced measures of control of commercial banking in post¬ 
war years the like of which has not been witnessed even in socialist Britain. 

Even before the War the Board of Governors of the Federal Reserve System 
in their Annual Report of 1938 had given a graphic picture of the condition of 
conflict and confusion among tlie various agencies exercising super\'ision over 
commercial banks and had severely condemned the existing “gaps in authority”, 
"overlapping authorities” and “diffusions of supervising responsibility”. The 
problems of bank organisation and control have now come to engage the atten¬ 
tion of liankci-s and economists in a manner they had never done before; and 
proposals for the reform of banking and for effecting its modernisation have 
emanated from many quarters in recent years. 

There arc five types of controls in the USA intended to preserve the integrity 
of bank credit. Tlie controls are intended to provide safety andean be classified 
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as those relating to (i) adequate bank capitalisation and periodic examinations; 
(ii) note issues; (iii) deposit reserves;(iv) speculative loans; and (v;ihe insurance 
of small depositors by the Federal Deposit Insurance Corporation.^ 

Recent discussions of commercial banking reform have principally centred 
round the twin problems of regulation by law and complete nationalisation. 
A third approach to banking reform is to be found in the USA in the One 
Hundred Per Cent Reserve Plan. This approach occupies the middle ground 
bet^veen self-policing and outright nationalisation. Under it commercial banks 
will be allowed to continue in private ownership but will be made to undergo 
a radical change in their functions. The aim of legal regulation nowadays is to 
bring commercial banks more and more under state control and super\ision, 
but yet preserve their private ownership; while that of nationalisation is to bring 
them under complete public ownership. The One Hundred Per Cent Reser\c 
Plan, while not seeking to impose state ownership, does not propose to leave the 
banks entirely under self-regulation. Thus, w'e find that the question today is 
not whether there should be regulation by law but how far, and in what direc¬ 
tion, that regulation should go.® 

In the era of postdepression banking legislation, most of the notable legislative 
measures for the regulation of commercial banking operations were enacted in 
Germany,* Belgium® and Switzerland.® In Argentina and the British Dominions 
thorough revision of banking laws was effected and detailed regulations relating 
to commercial banking were passed. In this respect the most significant excep¬ 
tions were countries like the UK, France and the Netherlands. 

The recent banking laws in Guatemala, Paraguay, the Dominican Rc])ublic, 
Korea and Australia have endeavoured to endow the banking system in those 
countries with a degree of flexibility adequate to meet their peculiar economic 
conditions. The banking laws in these countries have carefully considered the 
credit needs of small, undeveloped, primarily agricultural countries, whose 
economic prosperity is closely related to the exports of a few primary commodi¬ 
ties, the supply of which is subject to the vagaries of the weather or the depreda¬ 
tions of insect pests and where demand is exposed to large cyclical fluctuations. 
An analysis of the more important features of banking law'S in these countries 
demonstrates that the framers of the laws have embodied in the legislative provi¬ 
sions the necessary instruments of regulation and control in the hands of the 
monetary authorities to curb unhealthy banking practices and undesirable credit 
expansion. In spite of the wide disparity of conditions, a factor, responsible for 
a striking resemblance in the various postdepression banking legislations is that 
coordination between central and commercial banking policies had lobe ensured.’ 


* Uye and Hcwcu, Applied Etommies, The World Press, Calcutta, 4th cdii., C^hapler X\' 
pp. 347-365. 

* Watkiru, L. L., Commercial Banking Reforms in the United States, Michigan Business Studies, 
Vol. VIII, No. 5, Ann Arbor, Michigan, 1938, pp. 398-399. 

* Law of December 1934 and Decrees of February and July 1935 and June 193(>. 

* Decrees of July, August and November 1935. 

* Law of November 1934 and Decree of February 1935. 

’ Moneji and Banking, League of Nations, 1937-38, Vol. 1, p. 97. 
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A novel feature of recent banking legislation in underdeveloped countries 
like Guatemala, the Dominican Republic, Paraguay and Korea is the explicit 
permission granted to commercial banks to participate to some extent in the 
financing of medium and long-term credit. We have studied elsewhere (Chap¬ 
ter 8) at length the recent trends of authoritative opinions in different countries 
in favour of making a limited deviation from conservative banking practice. 


m 


Inadequacy of the Companies Act—Special Banking Legislation 

World War II witnessed the mushroom growth of small and weak banks in 
I ndia indulging in speculative activities and thereby endangering the trust money 
of the public. Special banking legislations became essential as the Companies 
Act was not adequate in regulating specialised activities like banking. Such legis¬ 
lation has been enacted in most western countries, except in the UK where 
there is no special banking legislation apart from the Companies Act, the pur¬ 
pose of legislation being served by tradition, convention and case laws that have 
developed over the course of centuries. Thus, the Banking Companies Act, 
1949* was passed in India and came into force on March 16, 1949. The 
Reserve Bank of India was vested with wide and sweeping powers of supervision 
and control of banks under the provisions of the Act to enable it to respond to 
new needs. 

With the enactment of the Banking Regulation Act in 1949 and the amend¬ 
ment ot Section 42(2) of the Reserve Bank of India Act in 1949, the powers of the 
Reserve Bank of India relating to inspection and control of both scheduled and 
nonscheduled banks were considerably enlarged. Further, the Banking Regula¬ 
tion Act made it necessary for banks to obtain a licence from the Reserve Bank 
to commence or carry on banking business or open new branches (Sections 
22 and 23). A minimum liquidity ratio of the percentage of cash, gold or 
unencumbered approved securities to the total of time and demand liabilities 
in India has also been stipulated (Section 24). Under the Act, the Reserve 
Bank of India has also been empowered with very wide powers to determine 
policy on advances to be followed by commercial banks, to give directions with 
regard to the purposes for wliich loans and advances may or may not be made, 
the margins to be maintained in respect of secured advances, the maximum 
amount of advances which may be made by the banking company, the maximum 
amount up to which guarantees may be given, and the rates of interest to be 
charged on advances.® The Act also required schemes of arrangement and 
amalgamation to be examined and sanctioned by the Reserve Bank. The 
provisions of Indian legislation with regard to the purposes for wluch loans 
and advances may or may not be made by banks (Section 21) are modelled 
closely on the lines of Section 27(1) and (2) of the Australian Banking Act, 

* Now the Banking Regulation Act, 1949. 

• Section 21(1), 21(2)(a), 21{2)(b). 2U2)(c), 21(2)(d), 21(2)(e) of the Banking Companies 
Act, 1949 (now the Banking Regulation Act). 
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1945,*® from where even tlie language appears to have been borrowed. I his 
control over lending was regarded not only as an essential continuing power in 
the postwar transitional period but also the “means of checking an unbalanced 
expansion of credit resulting in sectional inflation and distortions in the struc¬ 
ture of production”.** 

The above comment by Professor Wilson in the Australian context is of signi¬ 
ficance in the Indian postwar transitional period too, considering the similarities 
of the different sectors of the agricultural economy in the two countries. 


IV 


New Amendments to Face New Challenges in a Planned Economy 

As new problems arose in succeeding years, the legislative and exccuti\c 
provisions governing the conduct of banking business were amended to face the 
new challenges, and whenever circumstances demanded, suitable exemptions 
from these provisions were also granted to the banks. The powers of regulation 
and control of the Reserve Bank of India have been considerably enlarged by a 
scries of amendments to the original Banking Regulation Act, 1949, as well as 
the Reserve Bank of India Act, 1934, as demanded by the changing circumstances 
of the developing economy. The highlights of banking legislation and the 
powers of the Resen-e Bank over the banking structure provide a useful measure 
of how much these legislative provisions have contributed to the pur])osc of 
planned economic development. 

Thus, on the eve of the inauguration of the Second Plan, the framework of 
the Reserve Bank of India Act was made more flc.xible. In 1956 and 1957, a 
set of amendmenis to the Reserve Bank of India Act provided that the link 
between the note issue and gold and foreign exchange reserves could be 
abandoned but the amount of gold and eligible foreign exchange must not be 
allowed to drop below Rs 200 crores, and of this amount gold reserves must 
not be less than lU 115 crores. The Act also empowered tlie Reserve Bank of 
India to vary the cash reserves which scheduled banks must maintain from 5 to 
20 per cent in the case of demand deposits, from 2 to 8 per cent in tlie case of 
time deposits. Tliis device is termed as ‘controlled expansion’—a monetary 
counterpart of the expression ‘development with stability’. 


» cf. Australian Hank Act, 1943, See. 27(1): Where the ComniouwcalUi Hank is satisficil il.ai 
It w necessary or expedient to do so in the public-interest, the Commonwealth Bank may deter- 
mine the policy in relation to the atlvanccs to be followed by banks, and cacli bank shall follow 
the policy to determined: 

(2) Without limiting the generality of the last preceding subsection the Coininonuealih 

Bank may give directions as to purposes for which advances may or may not be ina.ie by 
banks. 

*‘ Sayen, R. S., Ed., Banking in the British Commonwealth, Clarcnd«)n Bress, Oxloid. p. 91, 
vide J. S. G. Wilson's, “The CommonwcalUi Bank of Australia". 
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V 

Adequacy of Bank Capital: Capital-Deposit Ratio 
and Capital-Assets Ratio 

The principal ways in which the adequacy of bank capital was secured in the 
postdepression and prewar banking laws were (i) by prescribing a legal minimum 
capital (as in Belgium, Norway and Canada); (ii) by correlating the capital 
(and reserve) to the deposit liabilities (as in Switzerland and Argentina) and 
(iii) by linking capital to the population of the place in which the bank was 
operating (as in the USA). Usually the fixing of a proportion betsveen the 
capital and its deposits is a more satisfactory' method of securing adequate 
capitalisation and protecting the interests of the depositors than the mere 
prescription of a minimum capital structure. As a writer has observed in The 
Statist, it is a mathematical certainty that the risks of depositors increase at an 
accelerating rate with every diminution in the ratio beUveencapital anddeposits.” 

Let us now examine how far the capital-deposit ratio ser\'es as a suitable guide 
to supervisory policy and how far it is a proper measure by which capital may be 
judged ample or inadequate. 

The powers of control and supervision of the Reserve Bank of India have been 
considerably augmented by a series of amendments to the original Banking Com¬ 
panies Act, 1949 (now the Banking Regulation Act) as well as the Reserve 
Bank of India Act of 1934. The main objectives of some recent amendments 
have been to strengthen the capital funds of the banks, to increase their cash 
reserves and liquidity requirements, and to prevent the diversion of deposits away 
from the banking system to the nonbanking financial intermediaries. 

In spite of sub’^tantial increase in the profits of banks in India in the decade 
1950-51 to 1960-61, the growth of capital and reserves has been slow, especially 
in relation to the growth of deposits. As a result, the ratio of owned funds to 
deposits continued to decline, from 13 in 1939 and 9 in 1950 to 5 per cent in 
1960.^^ As shown in Table 12.1 the total paid-up capital and reserves of all banks 
in India came to Rs 82 crores at the end of 1962 of which published reserves 
accounted for somewhat less than half. The overall ratio of paid-up capital 
and reserves to deposits, which represents the capital base, was 5 per cent, but 
this generally varied inversely with the size of banks. Thus, banks with deposits 
of over Rs 100 crores had as low a ratio as 3 percent while non-scheduled banks 
had a ratio of 16 per cent, the smallest category' among them had it as high as 
25 per cent. The pertinent feature is the declining capital deposit ratio for 
practically all banks, but particularly the larger ones, principally because of the 
marked growth of deposits and an almost stationary level of transfer from profits 
to rescn'cs. The ratio was in fact halved over ten years. This development is 
accounted for entirely by the trends in numbers, paid-up capital, and in the 
reserves of scheduled banks, while nonschcduled banks became a small and 
shrinking entity. 

In sharjj contrast, tlie capital-deposit ratio in 1960 \vas 18.1 per cent in 

The Slaiisiy Briiish Banking Selection, May 27, 1944, p. 5. 

Annual Report of the Central Board of Directors^ Rcscn’c Bank of India, 1962« p. 34. 
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TABLE 12.1. Ratio of Paid-Up Capital to Deposits, 1951-62 

f Amount in trores of rupe^J) 


(A) End of year 

1951 (First year of 
the First Plan) 

Total 

1962 (Ftrsi ytar of 
the Third Plan) 

Total 

Scheduled 

banki 

Non- 

scheduled 

banks 

Scheduled 

banks 

j\on- 

scheduled 

banks 

1. No. of reporting banks* 

76 

306 

382 

66 

212 

278 

2. Deposits t 

636 

36 

672 

1,680 

37 

1.717 

3. Paid-up capital 

33 

6 

39 

40 

4 

44 

4. Reserves 

26 

2 

26 

36 

2 

38 

5. (3-h4)as%of2 

9 

23 

10 

5 

16 

5 


* Excluding foreign banks, 
t excluding counteq^art deposits. 


(Last Ytar 0 / the Third Plan) 


(B) End of Year /P55 


1. Number of banks (scheduled and nonschcdulcd) 109 

2. Total deposits 3,073 

3. Paid-up capital and reserves 95 

4. Ratio of paid-up capital and rcscn’cs to deposits 3.4 


Sources: (I) Reserve Bank of India, Statistical Tables Relating to Banks in India, 1905. 

(2) Crick, W. F., Ed., Commonwealth Banking System, Clarendon Press, Oxford, 1965 
p. 203. 

Indonesia, 14.3 in Brazil and 13.6 in the Philippines amongst the underdeveloped 
countries; and 9.5 per cent in the USA, 8 in Switzerland, 7.7 in Canada and 7.1 
in West Germany in the developed countries. In the UK alone the ratio is only 
3.6 per cent which is still better than many banks in India. But, India can ill 
afford to adopt the standard of the UK where secret reserves are of a high order 
and the banking system is compact—it has only a handful of institutions. 
The capital-dcposit ratio of the leading banks in India is illustrated in Table 
12 . 2 . 

Even in the advanced countries a trend is perceptible towards maintaining a 
parity of deposit growth and capital base which will be evident from Table 
12.3. The comparative picture of the ratio of paid-up capital to total deposits 
is available from the following data. The capital deposit ratio in India is half 
of that in the USA (Table 12.2A). 

In the circumstances, the provisions in the Banking Regulation Act, 1949 
with regard to paid-up capital and reserves which were introduced in the pre¬ 
plan period became out of date with the vigorous expansion of both deposits 
and credit and the remarkable diversification of activities under the stimulus 
of the Plans. Reserves represent a cushion to meet unforeseen contingencies. 
The immediate task before the banking system was to .strengthen capital funds 
by augmenting reserve funds and strengthening inner reserves, so as to enable 
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TABLE 12.2. Ratio of Paid Up Capital and Reserves to Total 
Deposits of 15 Leading Banks in India 

(PerceiiUige As on Dec. 31,1960) 


}((une of tht Batiks 

Oumed capital-deposit ratio 

1. Allahabad Bank 

2.9 

2. BankofBaroda 

3.6 

3. Bank of India 

5.5 

4. Bank of Maltarashtra 

3.4 

5. Canara Bank 

3.4 

6. Canara Industrial Batik 

4.7 

7. Central Bank 

3.4 

8. Devkaran Nanjec (Dcna Bank) 

3.6 

9. Indian Bank 

4.2 

10. Indian Overseas Bank 

4.8 

11. State Bank of India 

2.2 

12. Union Bank 

8.9 

13. United Bank 

G.8 

14. United Commercial Bank 

4.5 

I;'). Punjab National Bank 

2.0 



TABLE 12.2A. Ratio of Paid-Up Capital to Total Deposits 

(Percentage) 


India 

United Stales 

1960 

3.96 

9.6 

1961 

3.94 

9.32 

1962 

3.98 

9.23 

1963 

3.79 

9.35 

1964 

3..52 

9.03 

196.'. 

3.31 

9.26 

1966 

2.90 

9.23 

1967 

2.72 

8.86 


Source: federal Reserve Bulletin, 1963-07. 

Statistical Tables Relating to Banks between lUW and 1967. 


TABLE 12.3. Ratio of Capital Funds to Deposits in UK, USA and 

West Germany 



UK 

USA 

li'est Germany 

1950 

2.4 

7.5 

3.1 

1960 

3.7 

9.5 

7.1 

1963 

5.2 

9.1 

8.2 


Source: Indian Institute of Bankers, Bombay, Vol. XXXVII, January 1966, No. 1, p. 15. 
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it to undertake its increased responsibilities in developmental prograinincs. 
The regulation of the Reserve Bank of India in the circumstances requiring banks 
to transfer 20 per cent of their profits to reserves till the ratio of paid-up capital 
(and reserves) reached 6 per cent of the deposits is not unfair. There is no statu¬ 
tory compulsion in this respect as yet. The Resei've Bank desires that this ratio 
should be adhered to as a matter of convention. 

It is rather curious that the Reser\e Bank has introduced the outmoded 
capital-deposits ratio as a criterion of the minimum adequacy of a bank’s funds 
instead of the capital-assets standard which is being increasingly adopted in 
recent banking legislation. This method of capitalisation (capital-deposit 
ratio) fails to distinguish differences in the composition of banking assets of differ¬ 
ent kinds of banks operating in different areas. Banks operating in the rural 
areas and bearing the undiversified risks of local agriculture and industry' arc 
not nearly so liquid as those in the money markets, which have considerabK' 
diversified earning assets of far smaller credit risks. The capital protection 
adequate for the latter type of banks, expressed as a percentage of their deposits, 
would be iiopclessly inadequate for rural banks. It must also be borne in mind 
tliat the character of bank assets and constituents of bank portfolios change 
periodically. In such circumstances a drop in the capital-deposit ratio would 
not necessarily indicate that the banks have grown weaker. 

According to Professor Robinson'*, a minimum capital-assets ratio ol lU per 
cent would be a more appropriate supervisory objective than the outmoded 
capital-deposit ratio of an equivalent amount. It is from the depreciation of 
assets that losses arise. The magnitude of the losses which a bank may incur is 
thus related directly to the quantity and quality of its assets and not to the volume 
of the deposits. In the circumstances it may be argued that assets provide a 
more reasonable guide to capital requirements, and as a guide to supervisor)' 
policy the capital-assets standard would be more appropriate than the capital- 
deposit ratio. It would further provide a more direct and effective control over 
bank investment policies. This alternative approach has been adopted by 
new banking laws in some underdeveloped countries such as Guatemala,'* 
Korea,** Paraguay and the Dominican Republic*’ to measure the adequacy of 
bank capital and surplus. In addition, ilie capital-assets standard can also be 
employed as an effective weapon of selective credit control. 

The strength of a commercial bank docs not depend upon the size of thc 
reserve fund but the form in which the fund is maintained. Curiously enough, 
banking legislation though meticulous as regards its size, has seldom specified 
the types of assets in which it should be invested. ^I hcrc are onlv two or three 

4 4 

instances where banking laws have stipulated the manner in which the reserve 
fund should be held. In Belgium all of it has to be held in the form of public 
or Government guaranteed securities. In Bulgaria only a certain portion of it 


Robinson, R. I., "The Capilal-Dcposil Ratio in Baniciny Supervision”, Joutnal of l^oiilical 
luommy, February 1941, Vol. XLIX, pp. 4l-.^3. 

** Art. 20, Bank Law of Guatemala, also Grove, U. L., J<tw (JuaUmalan Umk Latv, pp. 3-4. 

** Art. 15, The General Banking Act, Korea, April 1950. 

” Art. 12 (Paraguay), Art, 18 (Dominican Republic). 
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has to be maintained as a deposit with the National Bank.^® In Poland joint- 
stock banks are obliged to invest at least 50 per cent of their reser\'es in first class 
securities.^® The omission of some such requirement has made the obligation 
to accumulate a reserve fund virtually meaningless. 

Neither the capital nor the reserve fund can be regarded as a factor contri- 
l)uting to the ‘liquidity’ of the banks in the sense in which the e.xpression is 
understood here. They tend to secure long-term liquidity and afford protection 
to the depositor in the event of the bank’s liquidation. The capital is a guarantee 
fund set aside by the shareholders for the ultimate protection of the depositors 
and otlter creditors of the bank. The reserve fund, similarly, acts as a cover 
against losses through possible depreciation of the assets in which the reserve 
fund is held in the event of the winding up of the institution. Even then it must 
be emphasised that there is no point in building up a reserve fund without 
requiring it to be held in the form of assets which would retain a considerable 
proportion of their value during a depression. While the principle of building 
up rcsen'e funds from undeclared or net profits is sound, the setting aside of so 
high a percentage as 20 per cent might involve the payment of small dividends 
over long periods, which will impair the credit of the banks. 

riic position in different countries in this respect is indicated in Tabic 12.4. 


TABLE 12.4. Minimum Proportion of Yearly Net Profits to be Carried 

to Reserves 


( Fercentage) 


Norway 

20 

Colombia 

10 

Sweden 

15 

Ecxiador 

10 

.•Xrgfiitiiia 

10 

Japan 

10 

Itolivia 

10 

USA 

10 

lliilearia 

10 

Romania 

5 


10 

Switzerland 

5 



Turkey 

5 


Willi the exception of Norway, provisions in the Indian legislation of the per¬ 
centage <ii' net profits to be carried to the rcsei*ve fund arc the most stringent 
rogukuions of their kind. 


V! 

Bank Liquidity through Prescription of Cash Reserves 
and Liquidity Requirements 

riic second objective of some recent banking legislation has been sought to be 
attained by (i) abolishing the existing distinction between demand and lime 

Allen, C'opc and Dark, et. at., Commercial Baukin^ Legislalion and Control, Macmillan & Co., 
liondon, 1938, p 13. 

" Money and Banking, League of Xallons, 1937*38, N o . 1. p. 97. 
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liabilities Tor tlie purpose of calculating reserve requirements and by ^iij raising 
the reseiA'c and liquidity requirements. 

In India there was a continuous decline in the liquidity ratio of banks from an 
average of 42 per cent during 1951-55 to 34 per cent in 1936-60. During the 
same period, the credit-deposit ratio rose from 61 per cent to 69 per cent.*® 

A revision of the policy as of the appropriate statulor)' minimum level of tlie 
liquid assets ratio, with a distinction between the reserve ratio and the liquid 
assets ratio, was accordingly incorporated in 1962 into the Amendment of the 
Banking Regulation Act, 1949, and the Reser\'c Bank of India Act. 1934. 
Clombining these two requirements, the minimum liquid assets ratio of tlie 
scheduled banks would be 37 per cent, rescr\'e ratio 4 per cent [Section 42( I } of 
the Reserve Bank of India Act, 1934] and liquid assets ratio 33 per ccni^^ [Sec¬ 
tion 24 of tlie Banking Regulation Act, 1949] instead of the old level of 20 
per cent. 

It is true that inadequate liquidity may bring about disaster in the economic 
structure and distort the flow of savings. On the other hand, the Iiquidit\ of tlie 
banking system may be regarded as a basic factor shaping the lending policies 
of lianks and, consequently, a principal determinant of the cost and availability 
of bank credit to borrowers.** 


fixed legal minima arc hardly effective in promoting bank liquidity. Ihe 
higher the legal reserve ratio, the lower is the liquidity of the banks. I heir 
strength depends not on their legal but on ilieir surplus reserves, riuis the 
statutory' cash reserves of commercial banks might guarantee ultimate 
IJiotcction to ilic depositors in the event of liquidation, just as paid-up 
capital and reserves would do, but they are of limited significance as provider;, 
of short-term liquidity—the kind of liquidity with which we are vitally con- 
cerned. It is only when the provision of legal casli rcsene ratios is coupled 
with the further provision of their variation in an emergency that they arc oi 
some value in enabling banks to meet sudden and unexpected withdrawals.** 
JVom this point of view, banks in the USA, Mexico and Nctv Zealand, Tvhcrc 
the ratios arc flexible, and in Germany and Argentina where the ol^servancc 
ol the cash ratio may be temporarily suspended, stand on a better footing than 
the scheduled banks of India under Sec.ion 42 of the Reserve Bank Act. 

It may be recalled that the primary function of flexible minimum cash ratios 
is not to improve the liquidity of the banks but to furnish the central bank with a 


new weapon to control the money market. Even here, it is debatable itow far 
this weapon of credit control would be effective in a narrotv market as in India 
where the banks are not wedded to the practice of maintaining rigid cash latios 
Ihe ratios are sufllcicntly variable to be a real obstacle to the use of both open 
market operations and the variable rcscrs'c ratio. The same factor, observes 
I rofessor Plumptre, which stultifies open market operations in such markets 


*1 ^oard of Diredori, Reserve Bank of India, l%2. p. 3*) 

...... . was 30 in the 1939 Bill and 25 in the 1940 Bill and wa. reduced lo 20 in ihc 

I'JVy Act. 

»• Federal fteurue Bulletin, .\ngust 1906. p. 1093. 

** Allen. Cof>c and Dark, ei. al., op. cii., p. 67. 
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will render the variable reserve ratio a crude and insensitive weapon of credit 
control.*^ 

In India there is no short loan market in the sense in which there is one in 
London. For the Indian banks this avenue of liquidity is not available. In 
Australia and New Zealand, where too a short loan market in the same sense 
does not exist, banks have adopted the practice of holding money at call or on 
short notice in the London market and these funds are reckoned among their 
liquid assets. It is not a widespread practice with the Indian banks, however, 
to employ their funds in this way in the London money market. In the Indian 
banking legislation, the components of liquid assets have been restricted to cash, 
gold and unencumbered securities alone (Section 24 of the Banking Regulation 
Act, 1949), thus rendering their scope much loo narrow in relation to the 
peculiar circumstances of India. 

Sometime ago Treasury Deposit Receipts (TDR) occupied the front rank in 
the liquid assets of British banks but their claim to be regarded as quick assets 
is scarcely gi'eater than that of the seasonal advances of smaller banks in India. 
.\gain, whatever may be urged against the case of including seasonal advances 
under quick assets, there is not the slightest ground for excluding ‘bills discount¬ 
ed’ as a component from the list of such assets. First class commercial bills and 
any other bills rediscountable with the Reserve Bank should legitimately be 
included under them. For banks which derive a high proportion of their 
resources from lime deposits, so that liquidity of assets is not neccssar)' for them 
in the same sense or extent as in the case of the other banks, a smaller prescrip¬ 
tion of liquidity may be suggested. 

The different devices introduced in the Commonwealth countries to affect 
the liquidity position of the banking system have a striking similarity. They 
are merely alternative ways of achieving the same goal, that is, llie control 
of the availability of credit via the control of bank liquidity. They have in 
common the characteristic of being a ‘nonmarket tool of credit policy’—freezing 
a certain form of baitk assets and cash or cash plus Government paper. The 
volume of assets thus immobilised is generally expressed as a ratio to their 
total deposits or as a percentage of an increase in their total deposits since a 
selected base date.*® 

In tlie ultimate analysis, liquidity is associated with the efficiency of the 
i>nnking system and economic solvency of the economic system. In Australia, 
ilie liquidity ratio of 25 per cent introduced in 1953 has since been reduced to a 
level of 14 per cent.*® The authorities must realise that the liquidity ratio should 
be determined in such a way that the momentum for expansion is not halted. 
In view of the bonaJide requiremenis of the private sector in a mixed economy, 
while fixing the liquidity ratio, the authorities should carefully ensure that the 

** Pkimptre. A. F, \S^, Cenltnl Bafikins in Ou Brittsh Dominions^ The University of Toronto 
Press, TorontOt Canada. 1940, p. 278. 

Olakanpo, J. Obrsaami, Central Banking in the Commonwealths 1st edn., Book Land F. Ltd^ 
1965, Cliaptcr VII, p. 177. 

According to tlic Annual Report of the Rcser\'c Bank of Australia, 1960, the present ratio 
is 16 per cent (sec Olakanpo, op. cit., p. 83). 
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ability of the banking system to create credits is not drastically curtailed. 


vn 

Regulation of Acceptance of Deposits by the 
Nonbanking Companies 

As regards the third objective of recent amendments the supei-vision, control 
and regulation of nonbanking financial intermediaries which accept deposits 
has been called for, not only for ensuring adequate protection to the depositors, 
but also for more effective management of the monetary' system. 

Nonbanking financial intermediary (NBFI) is a generic term in economic 
literature and refers to financial institutions whose liabilities are not accepted or 
used as a means of payment (or money) in the settlement of debts. The main 
difference between banks and NBFIs arises due to the differences in the nature 
of their liabilities. However all the liabilities of banks cannot be used as a means 
of payment. Again some of the NBFIs are referred to as ‘near-banks’. There Ls 
thus an element of arbitrariness in the definition of NBFIs. Still NBFIs in India 
can be identified as hire purchase finances institutions, investment companies. 
chit funds,*’ loan and finance companies and nidhis.^ 

NBFIs generally do not accept demand deposits; hence they compete with 
banks only in time deposits. They have been able to thrive on differential in 
rates paid on deposits. This differential in the rates causes a transfer of deposits 
from banks to NBFIs or attracts funds which othenvise would have come to the 
banking system. Equally, it may well be that a part of the funds of NBFIs 
consists of deposits which are transfers from currency holdings and, to that extent, 
represents the process of resource mobilisation by financial institutions. Thus 
NBFIs can be regarded as being partly in the organised sector and partly in the 
twilight zone between the organised and unorganised sectors. This defines 
their role in mobilising savings. On the lending side, the loans of NBFIs are 
made for purposes like purchase and repairs of houses, acquiring durable con¬ 
sumer goods or just for plain consumption, whereas the ovenvhelming part of 
loans made by commercial banks is for industrial or commercial purposes. Thus 
NBFIs fill an important gap and the growth of NBFIs and banks has been 
parallel because while liorrowers of greater creditworthiness could borrow from 

The (hii fund or hat is perhaps the oldest of the indigenous Bnanciai institutions in India. 
The word *chit’, i.e. a written note on a small piece of paper, suggests its origin. Basically, it 
involves regular periodical subscriptions by a group of persons and arrangements under which 
each member of the fund is entitled to the periodical collection. There arc many variations of 
chitfunds. Broadly, they can be classified into three ca.egorie.s: (i) simple chits, (ii) prize 
chits, and (Hi) business chits. 

** }4idhu, also known as mutual bciicBt funds or permanent funds, are peculiar to South India, 
particularly Tamil Nadu. These are companies registered under the Indian Companies Act 
and deal only with their members. In the majority of cases, the value of their share is only Re 1 
and hence almost any body can become a member. The major source of their funds is the deposits 
(mostly in the form of recurring and iixed deposits) from their members. They make advances 
to their memlicrs at reasonable rates crf‘interest. These are mostly secured loans. 
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commercial banks, others would approach the NBFIs. 

The liabilities of the NBFIs arc not convertible into cash on demand; hence 
they are not close substitutes of money. Though effectiveness of monetary'policy 
would not be affected on this account, it may be adversely affected in other 
ways. F.or instance, in addition to providing business credit in the speculative 
and other nonpriority sectors, NBFIs may also provide margin money in respect 
of advances where high margins have been prescribed as part of selective credit 
controls. NBFIs are not subject to any liquidity requirement. Thus the earning 
potential of banks whicli are subject to specified liquidity requirements is less 
than that of NBFIs which can recoup the high cost of deposits by charging 
liigii interest rales on their lendings. The high rates of lending of NBFIs are 
partly due to the large unsatisfied demand for credit. This is possible because the 
clientele of these institutions was, at least until recently, neglected by commer¬ 
cial banks. The risk element is another factor which is so great that it sometimes 
jeopardises the depositors’ interests. 

One of the main objectives of the enactment of the Banking Laws (Miscellane¬ 
ous Provisions) Act, 1963, is to enhance the Reserve Bank’s powers over com¬ 
mercial banks as well as to regulate the acceptance of deposits from the public 
by nonbanking institutions. The Act simultaneously amended the Banking 
Regulation Act, 1949, the Reserve Bank of India Act, 1934, and the State Bank 
of India (Subsidiary Banks) Act, 1959. 

The existing legislation till then did not provide for any control over non¬ 
banking companies accepting deposits from the public. Of late, the volume 
of deposits accepted by them has been growing steadily and the rates of interest 
offered were compartively high. For ensuring adequate protection to depositors 
and more effective management of monetary and credit policy it was considered 
necessary that the Reserve Bank should be in a position to control and regulate 
such companies. The amendments have empowered the Reserve Bank to regu¬ 
late or proliibit the issue of prospectus or advertisement by such companies 
soliciting deposits from the public, to call for returns and information relating 
to deposits, and to give them directions in regard to receipt of deposits, and to 
prohibit acceptance of deposits under certain circumstances. The Reserve 
Bank is also empowered to inspect the books and accounts of any such company 
for the jjurposc of verifying the correctness or completeness of any statement, 
information or particulars furnished by it to the Bank. 

An unfettered growth of deposits outside the banking system, and prolifera¬ 
tion of institutiorLs depending mainly or wholly on deposits from the public 
can blur the effectiveness of a central banking policy. It was, therefore, to 
provide a measure of protection to the depositors and to facilitate regulation 
of the credit system to the advantage of the country, that the Reserve Bank 
of India, between 1966, and 1967, introduced under the Banking Laws (Mis¬ 
cellaneous Provisions)Act, 1963, a series of curbs on the acceptance by nonbank- 
iug companies of disproportionate deposits in relation to their capital structure. 
According to the recent directives of the Reserve Bank, the nonbanking 
companies (other than hire purchase and housing finance companies) are 
prohibited from accepting deposits for periods of less than six months. The 
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ceiling on the total deposits they can accept is 25 per cent of the paid-up capital 
plus free reserves less accumulated loss balance, i.e. net owned funds and another 
15 per cent as deposit guaranteed by directors. This ceiling restriction is not 
applicable to hire purchase finance companies. The unsecured loans raised b\ 
companies against guarantees given by their directors which had been excluded 
from the purview of the directions were, with effect from January 1, 1972, 
subjected to the same ceiling restrictions as applicable to deposits when it was 
found that the exemption was being abused. With effect from September 1, 
1973, exemption from the ceiling restrictions is available in respect of some types 
of deposits, if certain conditions regarding the nature of security and margin 
are fulfilled. Some relaxations have also been made in favour of small-scale 
industrial companies. Those which have paid-up capital and free reserxes not 
exceeding Rs 3 lakhs and which accept deposits from not more than 50 persons 
are exempt from the restrictions regarding ceilings, repayment of excess deposits, 
and particulars are to be specified in application forms and advertisements 
soliciting deposiu, etc., for a period of three years from July 1, 1973, provided 
they are duly registered with the State authority concerned. Tlie other small- 
scale industrial companies are allowed to accept deposits up to a level not 
exceeding the aggregate of their paid-up capital and free reserves. 

The Reserve Bank Issued a new set of directions called the Miscellaneous 
Non-Banking Companies (Reserve Bank) Directions, 1973, on August 23, 1973, 
which came into force from September 1, 1973. These directions are applicable 
to companies conducting prize chits, as also those conducting genuine or 
customary types of chits. While the subscriptions received by customary chit 
funds are exempt from the restrictions, those collected in respect of prize chits 
are treated, for the purposes of the directions, as deposits and the restrictions 
regarding tenure, ceiling, advertisements, etc., have been made applicable to 
them. Subscriptions to the customary type of chit funds have been excluded 
from the purview of the directions, since such chit funds are of a self-liquidating 
nature and partake the character of a mutual benefit scheme The sums dis¬ 
bursed as prize amounts under such schemes cannot exceed the sola amount 
(i.e. the aggregate of subscriptions for each instalment) and each member in 
turn gets the prize amount, the foreman company being entitled to income by 
way of commission determined as a fixed percentage of the sala amount 
(generally 5 per cent) to cover expenses, etc., for conducting the schemes. 

The role of the Reserve Bank is confined mainly to controlling acceptance 
of deposits by companies in the overall context of regulating the monctaiy and 
credit structure of the country; it does not extend to controlling the other 
activities or the management of such companies. Members of the public who 
place their funds with a nonbanking company in the form of deposits or unsecur¬ 
ed loans or otherwise should not, therefore, presume that their monies are fuliv 
protected, or are absolutely safe, merely because the company claims to have 
complied with the Reserve Bank’s directions, nor should they be under the im¬ 
pression that they can look to the Reserve Bank for redress in the event of the 
company failing to meet its obligations in regard to the repayment of deposits. 

Acceptance of deposits by a company from the public and their repayment are 
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purely matters of contract between the depositor and the depositee company. 
In case of any breach of contract, the remedy open to a depositor is to enforce his 
rights through a court of law. The Reserve Bank’s directions are no guarantee 
against any company (and its depositors) coming to grief through mismanage¬ 
ment or otherwise. Nor can the Reserve Bank compel a company to repay its 
dues to the depositor.*® 

The nonbanking financial intermediaries are capable of playing an important 
and useful role in the Indian economy by creating financial instruments to suit 
the wide and varied preferences of savers and borrowers in the economy. No 
systematic attempt seems to have been made so far to encourage these financial 
institutions to play a more dynamic role in the economy. There is, therefore, a 
need to regulate the activities of the NBFIs with the objective of encouraging 
them to enter the mainstream of the activities of the organised financial system. 
There are considerable differences in the working of the different NBFIs and the 
extent and nature of regulation should be fashioned according to the characteris¬ 
tics of the individual institutions. The bulk of the NBFIs in India are noncorpo¬ 
rate bodies. From the point of view of regulating as well as strengthening them 
it would be desirable to encourage such institutions to incorporate their under¬ 
takings. For purposes of regulation NBFIs should, in general, be classified 
into two categories—‘approved’ and ‘nonapproved’. WTiiJe a specified minimum 
degree of control may be exercised on all NBFIs, the ‘approved’ ones, which 
will be only corporate Ijodies and which satisfy certain additional requirements 
of the regulating authority, should be accorded special and favourable treat¬ 
ment. Details of the criteria to be adopted for ‘approval* of an institution would 
ultimately depend on the judgment of the Reserve Bank regarding the way in 
whicli tl)c operations of such an institution are conducted. The Banking 
(Commission, in this connection, lias recommended a Banking Code to regulate 
all the deposit-taking institutions (see Annexure, 12. iii). 


vni 

Bank Mortality: Introduction of Deposit Insurance 

Fhc two bank failures in the South in I960 necessitated the Reserve Bank of 
India to frame further legislative measures so that repetition of bank mortalii)' 
may not shatter the fabric of confidence of the depositors and thereby impede 
economic growth. The establishment of the Deposit Insurance Corporation on 
January 1,1962, on the model of the Federal Deposit Insurance Corporation in 
tlie US.A has created a favourable climate for reviving public confidence in the 
banking system. 

Since the beginning of 1968, however, the facility of insurance cover for bank 
deposits was raised to Rs 5,000 (at present it is Rs 10,000) for an account in a 
bank. It is estimated that increased insurance will cover about 90 per cent of 
liank accounts and 40 per cent of deposits. The increased cover is certainly a 


Report of the Banking Comnussion« p. 417. 
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welcome measure as it is apprehended that banking operations may become 
more hazardous and uncertain in times ahead due to the stipulation to employ 
bank credit in priority sectors such as agriculture* small-scale and cottage 
industries, the export sector, and new enterprises, which do not demonstrate 
a certain profit sustainability even though the social gains involved are 
indisputable.*^ 


IX 


Consolidation of the Banking System and 
Strengthening of the Banking Structure 


The regulatory powers of the Reserve Bank of India in respect of the banking 
structure include consolidation of the banking system through compulsors- 
mergers (Section 45 of the Banking Regulation Act, 1949), voluntary amalgama¬ 
tion (Section 44A) and transfer of assets and liabilities under Section 293(1) 
of the Companies Act, 1956. In its efforts towards consolidation and integration 
the Reserve Bank has, in recent years, been increasingly fostering the growth of 
economically sound and sizeable regional banking units which could cater to the 
banking needs of the region more effectively. Very often, the Reserve Bank 
Itself has taken the initiative and persuaded those banking units which do not 
hold promise of developing into viable units within a reasonable period, to 
amalgamate with or transfer their liabilities and assets to viable banks. The 
total number of banks absorbed in this manner was 7 in 1966 as compared to 
33 in 1965 and 79 in 1964. Tabic 12.5 throws a belter light on the Reserve 
Bank’s performance in this field. 

In 1956, there were 423 banks, all but 89 of them nonscheduled banks. In 

iJccember 1967 there were only 100 banks, and only 24 among them were 

nonscheduled." This is a striking reduction in the number of operating banks, 

especially amongst the nonscheduled banks, and it is considered to be the most 

basic structural change that has taken place in the banking system in the Second 
and Third Plan Period (1956-66). 

The comprehensive banking legislation in 1949 and subsequent amendments 
thereto invested the Reserve Bank with enormous powers for rehabilitation 
integration and modernisations of the Indian banking system. The Reserve 
Bank has been using these powers coupled with the powers and responsibilities 
conferred by the Reserve Bank of India Act, 1934, and its subsequent amend- 
ments fairly regularly. The Reserve Bank took a number of steps for strengthen¬ 
ing the banking system and has many solid achievements to its credit but a lot 
remains to be done still. 

One basic weakness of the Indian banking structure has been its numerous 
umu most of which are too small to be viable. Another weakness has been the 


•• The number of insured commercial banks b 80 and 
eligible cooperative banks. 


the iiwurancc scheme now covers 423 


Rtmvt Bank of India DutUlin, December 1967, p. 
l>aniu at present. 


1679, only 7 reporting nonscheduled 
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TABLE 12.5. Bank Merger, Amalgamations and Transfers of 

Assets and Liabilities 


Year 


1950 

1951 


VolmUiTy Amal- Compulsory Mer- 
gamalions under gets under Sutton 
Sution HA of the 45 of the Banking 
Baitkitig Regula- Regulation Act, 
lion Act, 1949 1949 


Other Transfer of Assets 
Mergers^ & Liabilities under 

Sution 293{I)ia) Total 
of the Compantes 
Act, 1956 


4 

2 



4 

3 


The First Plan Period 

1952 

1953 

1954 

1955 

1956 


4 

1 


2 

I 

3 


4 

3 

1 

3 


The Second Plan Period 

1957 2 

1958 4 

1959 + 

1960 2 

1961 ! 




1 

4 

5 
3 


4 

7 

8 
7 

36 


The Third Plan Period 

1962 3 

1963 2 

1964 7 

1965 5 

1966* — 


1 

1 

9 

4 


2 

4 

1 

3 

2 


5 

11 

15 

22 

62 

79 

21 

33 

5 

7 


Total 36 



22 129 232 


* Banks taken over by the State Bank of India and its subsidiaries. 

* No substantial change has been made during the Fourth Plan Period in respect of banks 
which have been granted moratorium under Section 45 of the Banking Regtilation Act, 1949. 
(Report on Currency & Finance, 1973-74, p. 276.) 

Sources: (1) Trend and Progress of Banking in India, Reserve Bank of 1 ndia, 1965, p. 17 and 1966. 
(2) Journal of the Indian Institute of Bankers, Vol. 39. April-Junc, 1968, p. 175. 


adoption of practices unsuited to both economic efficiency and integrity. Yet 
another lias been the existence of substandard units. So, in 1960 the Reserve 
bank was empowered to bring about mergers. The exceptionally large number 
of mergers witnessed in 1964 (Table 12.5) was due to the pronounced emphasis 
on a dear money policy in recent years, particularly since the last quarter of 
1963. This policy, coupled with higher liquidity requirements and restrictions 
on the availability of central bank credit, meant that banks must redouble their 
efforts to mobilise more deposits. So an acute competition for deposits develop¬ 
ed much to the discomfort of small banks. The licensing policy of the Reserve 
Bank tow.ards opening of branches was the second important cause. Under 
this policy, it lias been extremely difficult to obtain licences for opening branches 
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at places already well served by banks. So the big and medium banks \vero 
inclined to take over small banks with offices in these centres. Tlie small banks, 
too, were not unwilling to oblige as they found it difficult to compete with tlic 
better managed banks and follow the higher standards of business prescribed 
by the Reserve Bank. The number of banks came down markedly from 36') 
in the beginning of 1960, to 108 in March 1965, 100 in 1966, 17 in Februar\ 
1969 to only 7 in August 1974. The elimination of weak banks, so to say, on 
such a large scale has mitigated much structural weakness in the banking 
system and has helped boost economic efficiency and financial integrity. The 
Reserve Bank should now give adequate attention to the postmerger ijroblems of 
the transferee banks. 

However, a word of caution may be sounded. Obviously, the diverse character 
of our economy provides scope for the coexistence of both small and larger banks. 
With the emphasis we are placing on decentralisation of economic power and 
opportunities, it is right that the development of both big and small banks should 
go side by side as small banks are not inherently inefficient. The objective of 
amalgamation must not aim at a merger of all the small banks. The small but 
efficient banks should not be constrained to die dishonourable death for no fault 
of their own. Official policy in this regard should be more objective. In this 
connection, it may be remembered that the British banking system, as far back 
^ 1918, pronounced against indiscriminate mergers for bringing into existence 
a superstructural form of banking. The Governor of the Bank of Kngland made 
It clear that any further move to merge banks (the latest and biggest pro})o.sal to 
merge Barclays, Lloyds and Martins, has been referred to the Monopolies Com¬ 
mission) would not be officially approved.** Apart from the adverse public 
reaction to these mergers, there is a problem of organisation. It is argued that 
the industries and services cannot be efficiently reorganised as quickly as the 
recent unprecedented rate of merging implies, and that managements should 
strive for efficiency, not for size for its own sake. 

It is improper to imagine tliat advantage will automatically trickle down once 
a merger is effected. Bank mergers are no sure and easy paths to economy and 
growth. A merger no doubt offers an opportunity to rationalise the bank's 
internal organisation, extend branch banking, and enter the international 
market. The chairman of Barclays Bank rightly remarked, “being a labour 
intensive industry, we shall not be able to hold down the cost of acquiring de¬ 
posits, our raw material, or providing our services unless we can streamline 
o\ir organization”." Unless, therefore, serious efforts are undertaken following 
a merger, to thoroughly overhaul management and manpower and to raiion- 
allse internal organisation, few merger benefits will accrue. 

It is interesting to note a striking contrast in the official policies towards bank 
mergers in India and the USA. In May 1960, the American Bank Merger Act 
wa.s passed putting restrictions on bank mergers, while in the same >ear, tlic 
lieserve Bank of India assumed powers to compel mergers of weaker banks with 

** The Journal oj Uu Indian InilituU of Banken, Vol. 39, April-Junc 1908, No. 2, pp. 170-17 > 

** Alhadcff, David A., “A Rca)n»id«Taiif>ii of Renrictioru on Hank Entry. "OuarUfly lournal 
of luonomici, 1962. 
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Stronger ones. It was feared that the increasing trend of mergers in the USA, 
sometimes involving giant banks was, perhaps, responsible for curbing healthy 
competition, and conferring monopoly powers on some banks in certain areas. 
This necessitated the Act in accordance with which a bank, before approving any 
proposal for merger, must obtain a written report on the competitive factors 
involved in the proposed action from the two Federal banking agencies and from 
the Department of Justice. The Department of Justice has been putting more 
obstacles in the way of bank mergers since 1960, perhaps, under the impression 
that the sole function of the Act was restrictive. 

A predominant factor responsible for important bank mergers in India was 
favourable official policy. The initiating causes^ on the part of aggressive banks, 
like some of the ambitious American banks, did not exert much influence over 
the trend of bank mergers in India, perhaps, because the Indian banks which 
liave tried to regulate competition through Interbank Agreements may not have 
experienced such keen competition as American and British banks did. Usually 
such a degree of competition results in a desire on the part of big banks to acquire 
monopoly powers by enlarging the size of their operations. Weak and unsound 
hanks, which are more vulnerable to merger activity, facilitate the ambitions 
of big banks. But as every bank is a distinct personality in itself, representing 
a particular community’s or local interest in India, it would also stubbornly 
■Struggle for existence, and one wonders if left to themselves, there would have 
been so many mergers had it not been for the vigorous efforts on the part of the 
Reserve Bank of India to consolidate the banking system. 

Despite the large-scale amalgamation and absorption (Table 12.5), it may 
lie noted that it had no adverse effect on the extension of banking facilities in 
India. The progress of the extension of banking facilities will be evident from 

'I'able 12.6. 

The fundamental objective of the Reserve Bank’s policy in regard to branch 
banking continues to be a phased expansion of branches in urban centres along 
^vi^h the provision of banking facilities in semiurban and rural areas. The 
lirancli expansion programme gained momentum after the nationalisation of tlie 


TABLE 12.6. Extension of Banking Facilities 
The Third Plan and the Fourth Plan Period 




The Third Plan Period 


1960-61 

1961-62 1962-63 

1963-64 

1964-65 

1965-66 

4,993 

5,141 5,280 

5,608 

5,973 

6,275 

DnU of Bank j\ationalmlion 

The Fourth Plan Period 

End of June 

m 

July 19, 1969 

1971 

1972 

1973 

1974 

8,321 

12,013 

13,622 

15,362 

16,936 


The Comptroller of the Currency in 1954 cited five initiating reasons—{1) need to increase 
volume of business, (21 need or desire to better scr\-ices. (3) desire to expand lending limits. 
(4) normal urge to excel in growth and (5) desire to improve earnings. 
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major commercial banks and ihc introduciion of t)ic Lead Bank Scheme. U lic 
average population ser\'cd by a bank office has declined from 92,000 in Decem¬ 
ber 1960 to 65,000 in July 1969 and further to 35,000 in December 1974. 

It was generally the policy of tlie Reserve Bank to accord preferential treat¬ 
ment to cooperative banks in the matter of opening branches in rural areas and 
small towns to the point of discouraging commercial banks from opening 
branches in places already served, or likely to be ser\'cd, by cooperaiis e banks. 
The Reserve Bank has been following a rural-orientcd branch licensing policy. 
Licences are issued to banks in tlie ratio of one otlice for urban centres and one 
office for metropolitan or port towns against even’ two offices opened in rural 
or semiurban centres by the banks which had more than 60 per cent of their 
offices in the rural or semiurban centres. In the case of otlier banks, the ratio 
IS one office for urban centres and one office for metropolitan or port towns 
against every three offices opened in rural or semiurban centres. A certain 
measure of compulsion is thus being exercised for getting banking facilities to 
areas which have not enjoyed them hitherto. 

A little foresight and enterprise on the part of the commercial banks would 
enable them to pursue a progressive branch expansion programme in the rural 
sector. In the rural brancli extension venture the staff maintained at the head 
office and in the branches must be adequate in number and highly competent. 
In the branches in particular, we are convinced, the commercial banks will 
not be able to produce the necessary impact on rural business by economising 
on the number or the status of staff.®* It is well known that both the Reserve 
Bank of India and the commercial banks have not been adequately alert in the 
past over this particular issue. It is Imped that the influence of the Reserv e Bank 
of India will help in framing an appropriate recruitment policy of the commer¬ 
cial banks in future. 

In respect of inspection and licensing of banks, also, the Reserve Bank’s 
performance leaves much to be desired. It is in these aspects that the Reseise 
Bank is reluctant to throw sufficient light. In fact, it prefers to be silent on them 
in its Annual Reports. Its inclination to be secretive ntay be understandable but 
not necessarily justifiable. 'I'his policy unwittingly provides shelter to stnnc 
undesirable practices and elements in the banking world which no amount of 
policing by the central banking authority can eliminate. It would be pertinent 
to comment that the failure of two important scheduled banks, even after a 
decade of inspection and directives, has jolted the economic structure and caused 
serious misgivings in the minds of the banking public. 'Ihc objectives of the 
provisions for licensing of banks are designed to ensure the continuance and 
growth of only sound banking companies and to discourage indiscriminate 
floating of banking companies. In terms of Section 22 of the Banking Regulation 
Act, 1949, all the banking companies which existed prior to this Act were 
allowed to carry on banking business unless a licence was refused. But all the 
new banking companies were required to obtain a licence before commencing 
banking business. The Act also provided a three-year time limit to the c.xisiing 

•• /Umot Dank of India DulUiui. f)etcmbcr 1967, p. 1639. 
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banking companies for fulfilling the conditions for getting the licence. The 
intention here was to give the banks sufficient time and opportunity to set their 
business in order. The Reserve Bank of India could not refuse a licence to a 
banker till March 1952 in view of the three-year amnesty since the passing 
of the Banking Companies Act (Banking Regulation Act) in 1949. The position 
of banking companies which had applied for a licence on or before September 
16, 1949, pending a decision on their application, and were carrying on banking 
business, is anomalous. As on June 30, 1971, they still number 16 and an 
expeditious decision on the application of such banks, which has been pending 
for two decades and a half would remove this anomaly. It is, indeed, intriguing 
that these banks were allowed to operate without licence even after a lapse of 
twenty-five years since the Act came into force and annual inspection by the 
Reserve Bank was instituted. It appears that a substantial number of nonsche- 
duled banks were granted licence whereas some sizeable scheduled banks were 
allowed to operate without licence. Thus, the coexistence, of over a long period, 
of unlicensed scheduled banks with licensed nonscheduled banks is a curious 
plienomenon in tlie Indian banking system. The inordinate delay in obtaining 
a licence by a banker in itself demonstrates a lack of its capability to satisfy 
the standards of eligibility. In order to maintain soundness, integrity and 
confidence-inspiring factors in the banking system, the banking business as a 
whole should be brought under licence. A time limit should be fixed for the old 
unlicenced banking concerns to obtain a licence with proper legal sanction for 
default- Enough lenience has been shown to the erring banks and plenty of 
time given to them to adjust to the requirements of law. There should be only 
one .single t\TDe of bank in India, whether big or small—a licenced bank. 

The present basis for classifying banks into scheduled and nonscheduled has 
lost its significance. Under Section 42(6) of the Reserve Bank of India Act, 
1934. a Ijanking institution could claim inclusion in the Second Schedule of the 
Act provided (a) it satisfied the Resen^e Bank that its affairs were not being 
conducted in a manner detrimental to tlie interests of its depositors, and (b) its 
paid-up capital and reserves had an aggregate value of not less than Rs 5 lakhs. 
Since all banks came within the sweep of the Banking Regulation .Act, 1949, 
condition (a) applies to all of them pursuant to the provisions of the Act. Even 
with reference to the capital requirements, as set out in condition (b), after the 
Banking Companies(Amendment)Act, 1962,all banking companies commencing 
business after that date are required to have a paid-up capital of not less than 
Rs .5 lakhs. With reference to cooperative banks, the question of capital structure 
may assume some significance; but any distinction based essentially on the size 
of the capital of banks alone does not commend itself. In the revised scheme 
of banking regulation, there is no need for such a distinction between banks. 

X 

Regulation and Control of Cooperative Banking 

When the Banking Companies Act, 1949, was passed,it was not necessary to 
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regulate cooperative societies carrying on banking business as they were subject 
to the provisions of the Cooperative Societies Acts of the States. Moreover 
Cooperative Societies being a State subject, it was then considered appropriate 
to leave the regulation of the business of cooperative banks to the States. How¬ 
ever, the Reserve Bank had to give financial assistance to a large extent, directly 
and indirectly, to cooperative banks. In order to ensure that the concessional 
finance granted to them was utilised for the purposes intended and that it reach¬ 
ed the ultimate borrowers at a comparatively reasonable cost, the Reser\e Bank 
had to evolve a scheme of voluntary inspections of cooperative banks. This 
did not prove to be effective. Moreover, ‘banking’ was a Central subject and 
Parliament could not absolve itself of the responsibility to regulate this business, 
even if it was carried on by cooperative societies. Hence, the Banking Laws 
(Application to Cooperative Societies) Act, 1965, was passed by Parliament ex¬ 
tending the provisions of the Banking Companies Act, 1949, to cooperative 
societies doing ‘banking’ (as declined in the 1949 Act)—though not to all of 
them—subject to modifications. With the extension of the regulation to coopera¬ 
tive societies, the name of the legislation, Banking Companies Act, was not suit¬ 
able and this resulted in its being renamed the Banking Regulation Act. Tlius 
with regard to cooperative societies doing ‘banking’, the legislation of both the 
Centre and of the States is applicable. 

As the Constitution stands, the primary question with reference to cooperative 
banks is the reconciliation of the jurisdiction, of the Centre and of the States. 
The concern of both the jurisdictions is real, and cannot be avoided. A recent 
decision of the Nagpur Bench of the Bombay High Court*® has held that so far 
as the banking business is concerned, the Reserve Bank will liavc control over 
the working of the society as this does not conflict with the control of the socielv 
by the Cooperative Department as the functions of the two bodies are different. 
The best way of reconciling the claims of the Central and the States* jurisdic¬ 
tions in regard to cooperative societies doing banking is to make them subject 
to banking regulations in matters which will not encroach on the States’ 
jurisdiction. The Banking Commission has recommended that the jurisdiction 
to regulate moneylenders and moneylending and also cooperative credit 
agencies should be transferred either to the Union List or to the C;oncurrem List. 
Such transfers can be effected only by a constitutional amendment. 


XI 


Regalatioii and Control of Indigenous Banking 

Indigenous financial agencies comprise two broad categories: nioneylendci's 
and indigenous bankers. The primary distinction between the moneylender and 
indigenous banker is that while the former lends his own funds, the latter acts as 
a financial intermediary by accepting deposits or availing liimsclf of bank 
credit. In other words, the indigenous banking system is regarded as a true 

« Special Civil Application No. 897 of 1970 decided on April 30, 1971. 
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financial intermediary in the sense that its ability to purvey funds is largely 
dependent on the outside resources it is able to mobilise. Anotlier distinguishing 
feature is that the transactions of the moneylender are conducted in cash while 
those of the indigenous banker are based on dealings in short-term credit instru¬ 
ments for financing the production and distribution of goods and services. 

The main charge against indigenous banking agencies is tlie usurious rate of 
lending and tlie ^videspread difference between the borrou ing and the lending 
rates. Interest rates in the unorganised sector are always high—generally bet¬ 
ween 18 and 36 per cent per annum, and in some economically backward regions 
over 75 per cent per annum. The rate of interest charged combines the cost of 
funds and an allowance for risk. Furthermore, apart from interest, most 
indigenous banking agencies tag on incidental charges such as brokerage, stamp 
fees and charity, which added together escalate the cost of credit to the borrower 
by another 2 to 3 per cent for every transaction. 

The focus of the recommendations of the Banking Conunission is on how best 
to institutionalise the lending and financial operations of indigenous bankers, 
iliereby extending the area of operations of the organised financial system and 
harnessing extra resources for meeting the credit needs of retail trade, small 
industries and other small borrowers. With this as the objective, the recom¬ 
mendations aim at introducing a certain measure of financial and social 
discipline into their activities. Tlie activities of the various types of indigenous 
liankcrs arc hardly subject to any regulation. Organisationally, indigenous 
l)ankei's are sole proprietary or partnership concerns and the provisions of the 
Banking Regulation .^ct, 1949, do not apply to them. The constraints imposed 
by tlic Moneylenders’ .-Vet prevailing in the various States are inadequate to 
guard fully the interests of the public in relation to the indigenous bankers. 

Indigenous bankers (those who accept deposits from the public for the conduct 
<»f their liusincss) should be regulated according to the scheme of the Banking 
C:ode outlined in tlic Annexure and those who do not accept such deposits are 
really a class of moneylenders. 

Regulation in the form of detailed supcivision and periodic inspection of the 
indigenous bankers is not possible as it would involve building up a large and 
costly inspection machineiy. Reliance on self-regulation through the Indigenuos 
Bankers’ Association is also not fca.siblc. The best way to control the business 
"f indigenous bankers would be through commercial banks. The Resen-c Bank 
should exercise indirect influence over the business of indigenous bankers througli 
ilie medium of commercial banks by laying down guidelines for their dealings 
w ith indigenous bankers. These guidelines could pertain to the type of hundis 
to be selected, the overall quantum of limits to be sanctioned, the maximum 
amount per maker and some formula for sanctioning individual limits. Com¬ 
mercial banks, in turn, should call for regular returns from indigenous bankers 
and require them to maintain adequate internal inspection procedures. The 
indigenous bankers should fulfil the following requirements in order to be entitled 
to discounting facilities with commercial banks: they should not engage in trad¬ 
ing activity, their minimum capital requirements and a ceiling on the total 
discounting limits should be prescribed; they should agree to maintain books of 
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account in the usual recognised manner and have them annually audited and 
certified by a recognised firm of auditors; they should furnish annually to the 
Reserve Bank a summary statement of the volume and nature of business (to be 
prescribed by the Reserve Bank of India) and preferably they should be members 
of an association and must not be encouraged to borrow from more than one 
bank. The Reserve Bank and commercial banks for their part are required to 
make an annual assessment to ensure that advances granted l)y them are directed 
towards the desired segments of the society. 

It is neither necessary-, nor practicable, for indigenous bankers to have a direct 
link with the Reserve Bank. From the administrative aspect, refinancing of in¬ 
digenous bankers directly by the Reserve Bank will involve labour disproportion¬ 
ate to the amounts of refinance both for the banks and the Reser\c Bank as 
the hutidis are for small amounts and the day-to-day turnover (receipts and 
deliveries) in them would be large. Also, on due dates, the Reserve Bank would 
in that case have to watch repayment of a large number oViundis each involving 
relatively small amounts. The banking Commission is also not convinced that 
the Reserve Bank should allow a certain quantum of refinancing to commercial 
banks against hundis discounted for the indigenous bankers. At present the 
volume of this business is not so large as to warrant separate refinancing facilities 
and the refinancing requirements of commercial banks can easily be met from 
the facilities that are customarily given to them. In other words, tlie Reserve 
Bank could delegate a certain quantum of refinancing responsibility to commer¬ 
cial banks only if the volume of business reaches significant proportions. 
Some understanding should be reached between the commercial banks and the 
indigenous bankers regarding the level of interest rates that such bankers should 
charge on advances to their customers. It should be made incumbent on com¬ 
mercial banks to see that no indigenous banker availing himself of bank credit 
facilities charges interest rates higher than those agreed upon. I’lie Reserve 
Bank should periodically indicate the interest spread considered adequate for 
this business. Where the commercial banks are satisfied that lending by the 
indigenous bankers is for priority sectors they should cliarge a reasonable 
discount rate and also ensure that the indigenous bankers pass on the Ijenefii 
to the borrowers. A code of conduct siiould be formulated for the ope rations of 
indigenous bankers. Indigenous bankers found to be indulging in malpractices 
should not be allowed any further bank accommodation. Pending the consti¬ 
tutional amendment, a model legislation should be drafted for adoption by all 
States to regulate the activities of those indigenous bankers wlio rely enlirel> 
on bank credit as an external source of finance for the conduct of their business. 
Fhc legislation should impose penalties for charges in excess of the standardised 
ones or for failure to disclose the full terms to the customer. In cases of fiagrant 

violation, the authorities should have the power to suspend tlie licences ol 
indigenous bankers. 

A systematic evaluation of the financial .staiemenis of indigenous bankers 
should be undertaken by commercial banks. Clornmeicial banks should also 
satisfy thenrsclves, at least on a random check basis, that the credit has been 
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used for the purpose for which it was given. Once the present approacli of com¬ 
mercial banks to credit analysis of indigenous kundi business is replaced by a 
systematic credit analysis, the flow of assistance from commercial banks to the 
indigenous bankers should be steady and uninterrupted. The object*’ of Section 
24 of the Banking Regulation Act would suffer if multani bills discounted by sche¬ 
duled banks are accorded the status of ‘liquid assets’ under that Section. It 
may be desirable gradually to raise the maximum value of a muliani hundi from 
Rs 5,000 to Rs 10,000 and in the case of creditworthy borrowers up to Rs 25,000 
to facilitate increasing amounts of indigenous banking funds being channeled 
to meet the working capital requirements of small-scale industries. The provi¬ 
sions of the Negotiable Instruments Act, 1881, as such do not apply to hundis. 
It is necessary to codify the practices and usages applicable to such indigenous 
negotiable instruments and bring these instruments within the framework 
of codified law. Standard forms of darsham (sight) and muddati (usance) types 

hundis should also be drawn up. It is suggested that payments by a darshani 
hundi may be recognised as an eligible mode of payment under Section 40A(3) 
of the Income Tax Act.** 

Indigneous bankers perform a useful role. They make credit available to those 
sectors which arc productive but which are generally not catered to by commer¬ 
cial banks eitlier on grounds of cost or the risks involved. Their methods of 
operation are expeditious and flexible. The multani shroffs provide to commercial 
banks a useful money market instrument possessing a high degree of liquidity 
and yielding a good return. At the same time, there is ample scope for abuse of 
the system, in particular the liigh rates charged for credit given by indigenous 
bankers. With tlie type of regulation and control contemplated the utility of 
these agencies to tlic economy can be considerably enhanced. Although 
coiimiercial banks are expected to give greater attention to satisfy the needs of 
.small IxuTowcrs of various types than in the past, it is unlikely that they will 
be able to displace indigenous bankei-s altogether. A more useful cour-se would 
be to adopt measures so that these agencies work in conformity with the overall 
credit policy. 

In ilic context of planning and developmental prograimncs the indigenous 
bankers ^\ould have to grow in size, become more professional in operation and 
divei-sily their business to be of greater use to society. They \vould have to consi¬ 
der organisational changes such as conversion of parinei'ship firms into corporate 
enterprises. Their growtii .should not be governed by the narro\v objective of 
presersdng the family unit of enterprise. Commercial banks, in their dealings 
\\ith indigenous bankers, should encourage them to become corporate bodies, 
'rite future of indigenous banking seems to lie in linking it with the organised 
financial sy.stcm by taking on some of the activities of ancillary' nonbanking 
financial intermediaries such as dealing in short-term paper. As the economy 
grows sophisticated financial irLstitutions would be required to meet the growing 
credit needs of the community, and discount and acceptance houses might 

*' The object is lo ensure that a certain portion of deposit is made available for approved 
.securities. 

For clciaiU see ihe RepKn l t»f ihc Banking Commissio!!, pp. 452, 463, and 628. 
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become necessar\'. With their banking acumen and traditional skills the more 
efficient of the indigenous bankers could transform themselves into discount and 
acceptance houses provided they adopt the corporate form of organisation. 

xn 


Provisions of the Directives Honoured More in 
Breach than in Observance 

The question of greater ‘social control’ over banking o|)ei ations b\ setting up 
another institution like the National Credit Council naturally leads one to the 
conclusion that in spite of extensive powers of control and regulation, both 
supervisory and inonetai^, vested in the Reserve Bank of India, it has not been 
able to direct bank funds to socially desirable fields. If, in spite of these extensive 
powers, it has not been able to utilise bank credit to promote desired social 
objectives, this can reasonably be attributed to the ineffectiveness of the measures 

of the central monetary authority or due todubious operations of a certain section 
of banks. 

That a considerable part of bank credit to the private sector goes to sustain 
speculative activities is admitted even in Reserve Bank Reports, though in 

rather guarded language. The Report for {959^^ admitted that tlic high volume 
of commercial advances: 

would appear to have been more than warranted by the requirement ol trade 
and might have been partly used for carding excess inventories in certain 
lines. 

The Rcpoi-s for reiterated. . . 

“Ijank credit.. . appeared to be larger than was warianicd by ilie genuine 
requirements ol trade and industries. Prices began to move up... The 
stock market too was characterised by boom conditions, aided to some extent 
by a sharp rise in credit against equity share... ” 

It seems there is lack of efficiency in the inspection work of the Reserve Bank 
and it is unable to pinpoint the defects and irregularities of the commercial 
banks. It is also true that the authorities of the Rcser\'c Bank have sometimes 
taken a long time to take a firm decision on the steps to be taken against a 
delinquent bank and that the application of its monciar> -crcdit control measures 
has been cither ill-timed or badly coordinated. 

The two most important problems of monetar>' policy pertain to its timing and 
adequacy. The first problem relates to the various lags of monetary policy that 
arc not typical to India. According to Milton Friedman,« these lairs may Ije 
listed as follows: 

(i) the lag between the occurrence of an event requiring policy change and 
its recognition by the authorities; 

*• Report of the Central Board of Uircclors for iyj9, Reserve Bank ol India. 

*• Report of the Ceiilral Board of Directors for I9G0, Reserve Bank of India. 

*' Friedman, Milton, "A Monetary and Fiscal Framework for Economic Stability”, Amernan 
Economic Review, XXXVIII. No. 3, June 1948, pp. 245-64. 
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(ii) the lag between recognition of the need for a policy cliangc and the 
formulation of new policies; 

(iii) the lag between the formulation of a policy and its implementation on 
scheduled banks; 

(iv) the lag between the impact of a new policy on banks and its realization 
in affecting changes in income and prices. 

The main cause of the first lag is the delay in the collection and interpretation 
of statistical data and the time spent in working out its policy implications. 
This lag is likel)- to be longer in India than, in the USA for example, because 
of the relative insufficiency and unreliability of data in India. The second lag 
may be longer or shorter depending upon the efficiency of the administrative 
apparatus, or upon the general ease or difficulty in making a decision on new 
policies or changes in an existing policy. The third lag will depend upon the 
speed of communication between the Reserve Bank and scheduled banks. The 
fourth lag cannot even be guessed because in India income and prices are often 
subject to far more powerful influences than those emanating from banks.^® 

It is quite evident that the effectiveness of credit control policy will largely 
be derived from its proper timing. Proper timing can thwart a speculative boom 
from developing, slow down an increase in prices through selective controls or 
make the economic system more or less stable by influencing expectations one 
way or the other. 

There has been much vacillation by the Reserve Bank in taking appropriate 
action against inert and delinquent banks. In order to implement credit control 
policy effectively, the central bank must be endowed with adequate facts and 
statistics before it can issue a directive which would be purposive and timely. 
For prompt, effective and continuous control over the banking system, tlie 
Reserve Bank of India must, as a matter of regular practice, havefull knowledge 
of the material facts of the market, it must know tlie correct position of the 
portfolio of a Ijank and have accurate and definite information of banking 
conditions. It must be equipped with adequate authority to ensure that it is 
furnished witli such statements and information of banks’ business as required. 
Such regulatory powers ma)’ prove to be of immense help to the central banking 
auiliorities in exercising banking control. Unless it possesses full and adequate 
information about the portfolio of a particular bank, it may find it difficult to 
come to the aid of the latter in case of need. By the time a bank in need gets in 
touch with tlie central bank and the latter secures the necessary information, 
ilic situation may get out of control with disastrous consequences both for tlie 
bank and tlte economy as a whole. Such cases occurred in India, once in 1938*^ 
and again in 196U, when three of the important South Indian banks fell into 


Johri, C. K., Xionetary Policy m a Developing Economy, The World Press Ltd., Calculla, 19G5, 
CUiapicr IX. 

Repurt of the Central Bank of Argentina for 1939, p. 6> Reg. 10 of the National Security 
(Wartime Banking Control) Regulations of 1941, Australia. A recommendation to grant 
statutory powers to iltc Ciommonwealih Bank of Australia was made by the Royal Commission 
on the Monetary And Banking System in Australia^ p. 237, para 619. 

Report on Currency Ci? Finance^ Reserve Bank of India^ 1938-39. 
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difficulty and had to close their doors before the Reserve Bank could come to 
their rescue. Prompt Reserve Bank action was prevented by tlie fact that it 
had no information about the correct position of the banks. The proper time to 
satisfy itself on the general position of the banks was not when the>- lay gasping 
for breath,*^ but earlier to prevent such a condition. 

The second problem of monetary policy is to determine the degree of restraint 
or ease to be applied whenever policy adjustments are needed. In this respect 
the experience of a central banker counts for much. This is very true of the 
Reserve Bank of India which was relatively inexperienced and a novice in co¬ 
ordinating credit policy with the requirements of a development Plan. 

In respect of selective credit control, there is ample evidence to show that 
compliance on the part of the commercial banks with the Reserve Bank of India’s 
directive has not been completed. Experience shows that certain commercial 
banks circumvented the weapons of credit control of the Reserve Bank. For 
example, in the implementation of selective credit control measures, there was 
virtually no compliance with many central bank directives by the commercial 
banks. In some cases, there has been only partial compliance. Again, on many 
occasions, many banks, including the State Bank of India, Itave not complied 
with the provisions relating to reduction of the total advances to prescribed 
limits. Thus, the provisions of the directives of the Reserve Bank of India were 
honoured more in breach than in observance, and herein lies the problem of 
the effective functioning of credit control. Dr. Sen<* admirably sums uj) this 
phenomenon when he says of the Reserve Bank that 

Its aim was no doubt to restrain these particular uses of bank credit. But its 
bite was never deep enough to hurt. Underdeveloped economies are also 
characterised by underdeveloped law-abiding habits. 

There would have been much better compliance if the Reserve Bank liad 
threatened to withdraw rediscounting facilities from the offending banks. 

Scrupulous observance of obligations on both sides will be necessary to respond 
to the new set of circumstances, needs and urges. A central bank must en¬ 
deavour to enlarge the areas of participation, consultation and discussion with 
the banks. This is a challenge for both the Reserve Bank and the banking units 
working under its general superintendence—a challenge well-wortli accepting 
by the banks in devising means to satisfy the growing needs of the nation and by 
the central bank in adjusting its regulatory methods from time to time, in its 
endeavour to ensure the essential soundness of the banking system. The central 
bank will have to fashion appropriate tools for the new task, redefine tasks and 
priorities and refine programmes and methods conducive to economic growth 
and stability. With continuous understanding and cooperation between the 
Reserve Bank of India and the commercial banks and also with better com¬ 
pliance with central banking directives by tlic latter, the task imposed on the 
central bank of regulating the banking system for economic progress and 
stability can be better accomplished. 

“ Muranjaa, S. K., Modtrn Banking in India, Popular, Bombay, 19.')2, p. 286. 

** Dr Sen, op. cit., p. 210. 



262 CENTRAI. BANKING IN A PIANNED ECONOMY 




Observations 

Regulation loses much of its significance in the absence of efficient adminis¬ 
trative machinery for its implementation. Hence, it is necessary' to have ade¬ 
quate machinery for administering the scheme of banking regulations. Tlie 
question is whether the administrative authority for the control and regulation 
of all banking institutions—commercial, cooperative, indigenous and develop- 
ment—should be vested in the hands of the Reserve Bank of India. Banking 
regulation has not been effectively applied to financing institutions which are 
‘companies’though the Banking Regulation Act, 1949, extends to them. The 
Study Group constituted by the Banking Commission to review the laws con¬ 
cerning and affecting banking have recommended that while the jurisdiction to 
implement the regulation of commercial banks, etc., may have to lie with the 
Reserve Bank, the administration of the regulation provided for other financing 
institutions and deposit-receiving institutions should be left to a separate 
decentralised agency which should work in close association with the Reserve 
Bank. A separate licensing or regulating authority entrusted with statutory 
powers to administer the provisions of the banking regulation applicable to 
financing institutions and deposit receiving institutions seems to be superfluous 
in the existing circumstances. Lack of coordination between the Reserve Bank 
and such an apex body may jeopardise the interest of both borrowers and 
investors and may cause dislocation in administering discipline in the money 
market and capital market. Hence the Reserve Bank itself should be vested with 
such responsibility which it could discharge departmentally and by opening 
branches in all the States. 

Given this approcli it would be wise for the Reserve Bank to consider a funda¬ 
mental revamping and reexamination of its regulatory framework in the light of 
new realities. The broad objectives of this regulation would be first, to promote 
sound and viable banking institutions offering safety to depositors and conti¬ 
nuing financial services to their customers and communities; second, to prevent 
undue concentration of banking powers principally through geographical 
limitations on banking facilities and the encouragement of a large number of 
l^anks; and third, to maintain a separation of banking from commerce in order 
to promote soundness in banking and to prevent economic power from being 
concentrated in the lianktng indusir)'.^’ 


For an excellent anal>*sis see ‘^The Growth of US Bankin;; Abroad” by Brimmer and Dahl 
in ihc yournal of Finance, May 1975. 
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PardcaUrs in respect of Amalgamation and Transfer of Liabilities and 
Assets of Banking Companies daring the Period July 1973 to June 1974 


Name of the bank 


No. of Name of the transferee 
offices bank 


Date of amalgamation 
or transfer 


I. List of banks amalgamated under 
Section 44(A) of the B.R.Act, 1949, 

II. List of banks which have transferred 
their liabilities and assets to other 
banks. 

Hindusthan Mercantile Bank Ltd. 

III. Lut of banks whose business has 
been acquired by the State Bank of 
India under Section 35 of the State 
Rank of India Act, 1955, or by its 
subsidiaries unde*' Section 38 of the 
State Bank of India (Subsidiary 
Banks) Act, 1959. 

Krishnaram Baldco Bank Ltd. 


United Bank of India With enect from Dec. 

22, 1973 


B State Bank of India With effect from .April 

19, 1974 


Annexure i2.ii 


Statement showing the Position in Regard to Licensing in Terms of Section 23 
of the Banking Regulation Act, 1949, daring July 1973 to June 1974 


^Vo. of ii.ences issued for J'fo. of licenees issued for Mo. of licences issued for Total m/mier of licences 
opening new offices opening temporarylsea~ changing locations of exist- issued 

sonal offices ing offites 

4 


1,767 


2 


1.773 


* This category ^vould inchide persons who may be described as ‘private banke 
*This includes Midhis which do not accept demand deposits. 

Source: Report of the Banking Commission, p, 479. 
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Bank Nationalisation and 
Central Banking Policy 


Assessment of the Performance of the Public Sector Banks 

The primary objectives of bank nationlisation were to extend banking facilities 
to unbankcd and underbanked areas, especially in rural areas, to ensure an 
increased flow of assistance to the hitherto neglected sectors, to foster the growth 
of new and progressive enterpreneurs, and to give a professional bent to bank 
management with a view to removing control by a few. There has been consi¬ 
derable expansion in the geographical and functional coverage of commercial 
banks’ operations with massive branch expansion and large scale deposit mobi¬ 
lisation. The greatest achievement, however, is the extension of banking to 
ilie rural, unbanked, and less developed areas along with a shift in emphasis 
to priority sector lending. A wide geographical area has been covered and a 
signiflcant decline in the population served by each bank office has been 
achieved. 

From a meagre Rs 909 crores in December 1951 at the commencement of 
First Plan, deposits have risen to Rs 10,635 crores at the end of June 1974— 
a twelvefold increase. The number of branches inreased from 4,151 at the end 
of 1951 to 8,262 by June 1969 on the eve of nationalisation. While it took 
eighteen years for the number to double itself, it took only five years after 
nationalisation to redouble this figure to 16,936. 

A comparative study of the private and public sector banks is interesting. 
It will be observed that there is no material alteration in the central banking 
policy regarding the distribution of banking facilities between private and 
public sector banks during the six-year period of nationalisation. At the lime 
of nationalisation public sector banks together accounted for 83 per cent of 
credit and 84 per cent of deposit. The share of the public sector banks in res¬ 
pect of bank offices also remained unchanged at 80 to 81 per cent. During 
the six-year period of nationalisation the percentage increase in the number 
of offices of private sector banks was as much as 123 compared to 110 of the 
public sector banks. Thus private sector banks have valiantly kept pace with 
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the public sector banks, despite the obvious advantages by way of central bank¬ 
ing patronage and Government prestige enjoyed by the public sector bank? 
and the constraints under which the private sector banks arc obliged to operate. 
The pace at which the public sector banks expanded their branch network 
has been without a parallel anywhere in the world (Tables 13.1, 13.2, 13.3 
and 13,4). 


TABLE 13«I* Straclure of TnfUan Bankinf 

(Amount in crcrcs of rupeef) 




End of June 1969 


End of June 1974 



jVumbgr Number 

Aggre- 

.Advances 

Number Number 

Aggre- 

Advance^ 



of offices 

gate 

(includ¬ 

of 

of offices 

gau 

(includ¬ 


banks 

in India 

deposits 

ing bills) 

banks 

in India 

deposits 

ing bills) 

1. Nationalised Sector 









A. State Bank of India 









and its subsidiaries 

8 

2,462 

1,239 

1,185 

8 

4,724 

3,007 

1,875 



(30.6) 

(26.6) 

(33.0) 


(28.1) 

(28.8) 

(29.8) 

B. Banks nationalised 









on July 19, 1969 

14 

4.133 

2,633 

1,832 

14 

9,017 

5,927 

3,459 



(51.4) 

(56.7) 

(50.8) 


(53.6) 

(35.7) 

(54.9) 

Total for l(A+B) 

22 

6,595 

3,872 

3,017 

22 

13,741 

8,934 

5,334 



(82.0) 

(83.3) 

(83.8) 


(81.7) 

(84.0) 

(84.7) 

2. Non-nationalised sec¬ 









tor 









C. Other Indian sche¬ 









duled commercial 









banks 

36 

1,320 

297 

197 

39 

2,943 

NA 

NA 



(16.4) 

(6.4) 

(5.5) 


(17.5) 



D. Foreign banks 

15 

130 

477 

385 

13 

130 

NA 

NA 



(1.6) 

(10.3) 

(10.7) 


(0.8) 



Toul for 2(C-f-D) 

51 

1,450 

774 

582 

52 

3,073 

1.701 

965 



(18.0) 

(16.7) 

(16.2) 


(18.3) 

(16.0) 

(15.3) 

All Scheduled conruner' 









ciat l>anks (l*f2) 

73 

8,045 

4,646 

3,599 

74 

16,814 

10,635 

6,299 



(100.0) 

(100.0) 

(100.0) 


(100.0) 

(100.0) 

(100.0) 


Note:^Figures within brackets indicate percentage to total. 

Refer to June 30, 1973 NA >8 Break-up not available. 


While the progress made by the public sector banks in branch expansion during 

the last six years is gratifying, the leeway yet to be made up in removing wide 

disparities in the regional spread of banking facilities is considerable. The 

need for extending bank branches to the relatively backward areas is parti¬ 
cularly urgent. 

One of the important objectives of bank nationalisation was the reduction 
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TABLE 13.2. Branches of Public Sector Banks 


At the end of 

Increase over the preceding year 

J^ew branches opened in rural 
areas as per cent of total new 
branches opened 

Pfo. of 
branches 

Total 

In rural areas 

June 1969 

6,593 




June 1970 

8,253 

1,658 

1,093 

66 

June 1971 

9,887 

1,634 

1,084 

66 

June 1972 

11,147 

1,260 

358 

28 

June 1973 

12,539 

1,392 

608 

44 

June 1974 

13,741 

1,202 

452 

38 

4 

Total 


7,146 

3,595 

50 


TABLE 13.3. Centrewise Distribution of Public Sector Bank Branches 



Number of branches as at the end 


June 1969 

June 1974 


Slumber 

Per cent 

dumber 

Per cent 

Rural 

1,504 

23 

5,099 


37 

Semiurban 

2,623 

40 

4,053 


30 

Urban 

1,171 

18 

2,349 


17 

Mctropoliian/Port towns 

1,297 

19 

2,240 


16 

Total 

6,595 

100 

13,741 


100 


in regional disparities. But the expansion of banking operations since nation¬ 
alisation has, on the whole, followed and not influenced regional pattern 
development. The ‘pull’ factor of growth in agricultural incomes appears to 
liavc drawn banks to certain states—Punjab, Haryana, Andhra and Karnataka. 

.Another striking feature is the heavy concentration of credit in relatively 
developed states like Maharashtra, Tamil Nadu, Gujarat and West Bengal 
which accounted for more than 50 per cent of the whole outstanding credit to 
small industries and priority sectors in 1972. Again, the urban orientation 
of tlie banking system is evident from the fact that the five major cities witli a 
population of over a niillion—Ahmedabad, Bombay, Calcutta, Delhi and 
Madras—have a major share in bank deposit and credit. 

Staicwisc analysis indicates that within a State there is a iiigh degree of 
concentration of credit in cities with a population of more than one lakh. For 
e.xample, Bombay, Calcutta, and Madras account for respectively 85, 95 and 
55 per cent of total credit available for the respective States. This suggests 
that commercial banks have not succeeded in reducing regional disparities. 
Branch expansion is, of course, a necessary condition for banking development. 
But equally important is the development of credit potential in the areas 
concerned so that the credit scheme acts as an effective instrument of growth. 
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TABLE 13.4. Gentrewise and Bank-groupwise Distribution of 

Commercial Bank Branches 



SU2t€ 
Bank of 
India 

StaU Bank 
of India 
subsidiaries 

Fourteen 

nationalised 

banks 

AH public 
sector banks 

(1+2+3) 

Other 

commercial 

bank\ 

TouJ 
(4 + 5) 


(1) 

(2) 

(3) 

(4) 

(5) 

(0) 

Rural 

June 1969 

462 

356 

686 

1,504 

328 

1,832 


(29) 

(40) 

(17) 

(23) 

(20) 

(22) 

June 1974 

1,167 

737 

3,195 

5,099 

1,066 

6,165 


(38) 

(45) 

(35) 

(37) 

(33) 

(37) 

Stmiurban 

June 1969 

795 

377 

1,451 

2,623 

699 

3,322 


(51) 

(42) 

(35) 

(40) 

(42) 

(40) 

June 1974 

1,124 

566 

2,363 

4,053 

1,036 

5,089 


(37) 

(34) 

(27) 

(30) 

(33) 

(30) 

Urban 

June 1969 

162 

85 

924 

1,171 

276 

1,447 


(10) 

(10) 

(22) 

(18) 

(16) 

(18) 

June 1974 

437 

189 

1,723 

2,349 

550 

2.899 


(14) 

(11) 

(19) 

(17) 

(17) 

(17) 

MtlropoliUinl 

Port towru 

June 1969 

1.50 

75 

1,072 

1,297 

361 



(10) 

(8) 

(26) 

(19) 

(22) 

(20) 

June 1974 

344 

160 

1,736 

2,240 

543 

2,783 


(11) 

(10) 

(19) 

(16) 

(17) 

(16) 

Total 

June 1969 

1,569 

893 

4,133 

6,595 

1,667 

8.262 


(100) 

(100) 

(100) 

(100) 

(100) 

(100) 

June 1974 

3,022 

1,652 

9,017 

13,741 

3.195 

l.693l> 


(100) 

(100) 

(100) 

(100) 

(100) 

(100) 


Note; Figures in brackets indicate percentages to loul branches of llic respective bank groups. 
The classification is based on 1971 census. Kural centres, population up to 10,()UO. 
Semiurban centres: population over 10,000 and up to 100,000. Urban centres: population 
over 100,000 and up to 1,000,000. Mciropcliun centres: population over 1,000,000. 

'I'lie fifth year of bank nationalisation was a year of crisis. 'There was a 
considerable slowing down in commercial banking activities. An analysis of 
the working results of the 22 public sector banks reveals tliat their profits of 
ICs 12.3 crores during 1973 recorded a marginal improvement ol Rs 0.4 crorcs 
over the previous year, as against a decline of Rs 0.8 crores in 1972. The profii.s 
of the public sector banks comprising the State Bank group and the 14 nation¬ 
alised banks increased from Rs. 12.3 crores in 1973 to Rs 15.6 crorcs in 1974, 
but the rale of increase in the profits of foreign banks and the private Indian 
banks rose even more sharply. 

According to figures published by the Reserve Bank ol' India, against the 
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increase of about 27 per cent in the profits of public sector banks, the foreign 
banks earned a profit, after provision for taxation and bonus to staff, of Rs 6.29 
crores for 1974—a 49.8 per cent increase over the profit in 1973 of Rs 4.20 
crores. 

Twenty-five private Indian scheduled commercial banks with deposits of 
Rs 10 crores eacli increased their profits from Rs 1.38 crores in 1973 to Rs 
2.90 crores in 1974—an increase of more than 110 per cent. 

Of the public sector banks, the net profits of the State Bank group showed 
a nominal rise of Rs 57 laklis whereas the profits of the 14 nationalised banks 
recorded a rise of Rs 2.9 crores over the previous year. The sixth year has been 
described as a year of consolidation—the banking system finding further pro¬ 
gress more difficult. Some of the smaller private sector banks appear to have 
done much better than the public sector banks in deposit mobilisation. Their 
success could be attributed, mainly, to the speed and the manner of the adjust¬ 
ment of their behaviour patterns to the needs of their new clientele. Crisis in 
management is now considered a serious constraint on further expansion. 
Tliere has been a sharp decline in the profitability of the banking system. 
Deterioration in industrial relations is also a serious weakness. Bank manage¬ 
ment has tended to buy industrial peace at considerable cost to depositors and 
borrowers. There is a wide spread between lending and deposit rates. The 
elliciency of any banking system can be judged by the spread of interest rates 
and Indian banks come out ver)^ poorly in relation to others on this count. 
Tlie concept of the spread between the interest earned and interest paid by 
the banks is important. The spread or difference is the net amount available 
to the banks for meeting their operating, administrative, and management 
expenses. It is the amount of this spread and the trend of movements in the 
spread that is significant for the banks. The various expenses of banks should 
ilicrefore be explained as a proportion of the spread (Table 13.7). The manage¬ 
ment crisis can also be seen in the noticeable deterioration in customer service, 
rhe banking industry is a high wage island in a sea of poverty and public 
criticism specially against the poor qviality of service offered by tlie banks is 
mounting. This vital and Iniman aspect is being ignored to the detriment 
of the interests of the l)anking industn,’ and society. There is an inexcusable 
Ijreakdown of cojnmunications between the Reserve Bank of India and the 
commercial banks on the vital question of credit squeeze. Moreover, nation¬ 
alised Ijanks arc guiltv of the deliberate violations of Reser\'c Bank credit 
policies. 



Establishment of Rural Banks 

'riic results revealed in Tables 13.5 and 13.6 on the performance of the 
public sector banks arc not encouraging. In fact, in 1974, rate of deposit 
expansion and advances to priority sector slowed down. The Ordinance on 
rural banks (recommended by the Banking Commission in 1972 and five of 
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TABLE 13.5. Increase in Advances to Priority Sectors by 

Pnblic Sector Banks 


(Atnouiil in erorts oj tuf>us) 


belueen 

Variation during the year ended June 1969 and Dec., 

Sector 1973 


Dec. 

Dec. 

Dec. 

Dec^ Absolute 

Percenfn^e 

1970 

1971 

1972 

1973 

share 


1. Agriculture 

(i) Direct finance (excluding 

plantations) 

Ml 

16 

4! 

100 

329 

30 

(ii) Indirect finance 

17 

-23 

41 

18 

56 

.> 

2. Small-scale industries 

MO 

62 

87 

199 

521 

47 

3. Road transport operators 

22 

8 

9 

24 

74 

7 

4. Retail trade & small busiiies.<i 

35 

6 

9 

29 

97 

9 

5i Professional & self-employed 

persons 

6 

2 

5 

13 

26 

2 

6. Education 

2 

1 

-1 

1 

3 

Ncg. 

Total (1-6) 

303 

72 

191 

384 

1,106 

100 

Increase in advances to priority 
sectors as per cent of increase in 

total advances 

42 

18 

42 

NA 


N.\ 


Note: NA^not available. 


which have been set up) conslilulcs a major step towards rcviialisinj; riiial 
India on the basis of social justice. Measures initialed by the Govcinincm 
to liquidate rural indebtedness in the wake of the Kmcrgcncy promulgation 
have dried up the traditional sources of credit on which small and marginal 
farmers mainly depend. The rural banks arc intended specially to sene these 
weaker sections on a basis different from that of the commercial and cooperative 
banks. The performance of the public sector banks in this field has fallen far 
short of expectation. Small fanners have noi derived much benefit from ilieir 
urban-oriented policy which is based on providing loans against solid securit\. 
Similarly the cooperative movement has come to be dominated by big farmers, 
the small holders and landless labourers being left in the lurch. This has oiiK 
helped the exploitation of the poorer section and widened the gap between 
the rural haves and have-nots, and consequently intensified social tension. 
Rural India can only be streglhcned in the real sense by creating subsidiary 
occupations. These rual banks will not seek to finance agricultural operations, 
only, but rural artisans and small cnircpreneui's, too, will be brought under 
their fold as diversification of rural economy seenis to be one of their principal 
objectives. Commercial and coppcraiive banks are operating in the same 
field, though in a different way. A coordinated approach, on a well-planned 
basis, is, therefore, vital for the purpose. But to put the rural banks on par w ith 
Cooperatives in respect of subsidised banks it will be necessary to amend the 
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(Amounts outstanding at the end of period in crores of rupees) 
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Reserve Bank Act. If worked properly, tlic rural banks arc expected to remove 
a great social injustice. 


ni 


Restructiuring and Regulation of Public Sector Banks^ 

The nationalised banks should be reorganised soon into three all-India 
banks and six other banks each specialising in developing banking services in a 
broad region. The Banking Commission is not in favour of restructuring the 
banks on functional lines {i.e. one bank to collect savings, another to serve 
large and medium-scale industries and so on) as that would involve drastic 
changes in institutional structure which might disrupt economic activity wiili- 
out any commensurate advantage. 

In recommending the restructuring of the nationalised banks, the C-oininission 
took into account the findings of a study on the relationship between the costs 
and size of a bank which revealed that the size of a bank measured in terms 
of deposits can be quite substantial before it begins to suffer from diseconomies 

of scale. The Commission has found that consideration of the need for widen¬ 
ing the range of services as well as effective implementation ol the country s 
monetary and credit policy argues in favour ol a relatively large size of bank; 
nowadays the possible diseconomies of management associated wiili Ijig units 
can be effectively countered with available management methods. Despite 
these advantages however, the Commission does not think it would be desirable 
to amalgamate all the 22 separate banks in the public sector (i.e. the State 
Bank, its seven subsidiaries and the 14 nationalised banks) into a monoliiliic 
organisation, as that would pose formidable problems of integration. Besides, 
the Commission feels that bank customers should have a reasonable choice in 
selecting their banks. 

The proposed restructuring of the public sector banks should lie such that a 
fair proportion of well-developed areas and backward areas are allotud 
amongst the constituent units. That is to say, ilicrc should be some measure 
of equalisation of both the nature and volume of banking business amongst 
the different units to be formed on resiruciuring. As far as possible, the units 
should be compact ones operating over areas that arc geographically conti¬ 
guous, The customer should generally have a choice of at least two oi thice 
banks, particularly in the larger centres of population. The organisational 
set-up of the restructured banks should provide for decentralisation of work at 
branch offices and the establishment of zonal offices for control and guidance 
of 200 to 300 branches, with delegation of discretionary powei^ to the zonal 
and divisional managers. 

Noting the present trend abroad to discouniinue ilie maintenance of 
secret reserves the Commission has recommended that to enable the puldic 
lo have a correct and complete idea of the position of the slate-ow ne<l banks 


‘ Vide Report of the Banking Coinntissiun, Government ol India, 1972. 
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througli their published accounts, maintenance of secret resen'es should be done 
away with. The reason tliat secret reserves may be required to meet unfore¬ 
seen contingencies does not apply to the banks in the public sector. Since, 
liowever, it is not desirable to adopt a different practice w'ith reference to other 
banks and cooperative banks, the Commission lias recommended that the 
provision in the Banking Regulation Act relating to the balance sheet and 
profit and loss accounts ot banks may be modified to ensure full disclosure 
by banks of their assets and liabilities. 

Tlie method of analysing the profitability of individual branches of banks 
should be so devised as to reflect tlie true and fair policies of the bank. The 
public sector banks, in particular, should adopt a practice in regard to transfer 
prices (i.e. prices charged notionally on funds transferred by the branch to the 
head oflice) designed to suit the needs of the times. 

IV 

Uniformity in the Administration of Public Sector Banks 

The aim of regulation of public sector banks should be to eliminate the 
diflerences in the patterns of regulations that now govern the State Bank group 
and the 14 major banks nationalised in July 1969. Uniformity in dealing with 
tile public sector banks has been recommended by the Banking Commission 
under the following six major headings : 

(1) Ownership pattern 

(2) Organisational set-up 

(3) Forms of authorised business 

(4) Accounts, audit, profit, reserves, etc. 

(j) Powers of Central Government 

(6) Otlicr provisions. 

Since the capital of all the nationalised banks is ot\ned by the Central 
Government, there is no need to allow outside shareholdings to continue in 
the capital of tlic Stale Bank group. All public sector banks should act on 
business principles and in the public interest. 

Provisions regarding chief executives of all public sector banks should be 
uniform. Tliere should be one wliole-time chairman and one whole-time 
chief executive and the two olFices should never be combined. Both of them 
should be whole-time directors. This action is necessary, because there is some 
talk already of having different classes of nationalised banks with different 
types of top management provided in each case. It is absolutely essential that 
whole-time chainiian should be concerned with policy planning and develop¬ 
ment and tlie whole-lime chief executives should be concerned with operational 
responsibilities. All this is necessary in order to bring nationalised banks in 
line with tlie management and organisation of the Stale Bank of India. 

Fhe Boards of tlie State Bank group should have representatives of various 
categories which have now been represented on nationalised banks in order to 
bring the State Bank group Board of Directors in line with the Boards of the 
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nationalised banks. There are rcslriciions on the State Bank from entering into 
some fornxs of business (Sections 33 and 34 of the State Bank Act ). These should 
be removed and all banks should be able to engage in similar types or forms of 
business. It should be provided that transfers of profit by nationalised banks 
to the Central Government should only be after adequate reserves have been 
built up (Section 17 of the Banking Regulation Act). The Integration and 
Development Fund for the State Bank group should be discontinued. The 
annual accounts of the nationalised banks are to be placed before Parliament 
for consideration and the provisions relating to audit should be uniform for all 
the nationalised banks. It is desirable to provide specifically for branch audit 
at the nationalised banks on the pattern of the provisions applicable to com¬ 
panies (Section 228 of the Companies Act, 1956). 

Despite statutory declarations of secrecy, banks in the public sector should 
not be precluded from disclosing information relating to their affairs as dis¬ 
tinct from the affairs of their customers. The obligation of banks to obsene 
secrecy regarding the affairs of their customers should continue, but this should 
not prohibit banks from giving general information without revealing the 
identity of individual customeis. The duly to observe secrecy should be subject 
to well-defined exceptions. 

Where a bank forms a bona Jide impression that its customer is engaged 
in antisocial or illegal activities, it should be a statutory obligation for it to 
disclose information relating to the affairs of the customers to the authorities 
in the public interest. There should be full and trank communication of credit 
information between banks and financial institutions. There must be statutorv 
provision requiring banks to furnish credit information to a Central Agency. 
Independence of public sector banks should be en.«'ured from Government 
interference. It is, therefore, necessary that all directions issued by the Govern¬ 
ment to public sector banks should be in writing. 

The effective functioning of the banking system depends on rational laws 
which affect banks so that innovations and improvements in banking techniques 
and practices are not impeded as a result of legal obstacles. Special provision 
to give individual depositors the facility to nominate a pei^son to draw the 
savings after their death exists in the USA. The Post Ollice Savings Banks 
rules, the Public Debt Act, 1944, and the Cooperative Societies Act have such 
special provisions. I he decision of the Government to give nomination facility 
to individual depositors would relieve survivors of thousands of bank depositors 
from the present harassment of having to establish their succession rights. 
Elaborate legislation is also in the ofiing to enable banks to return ilie articles 
m safe custody with them to the nominees of the depositor. Express provision 
is expected to be made on the lines of the banking codes of the USA namely, 
the Pennsylvania Banking Code (1965) and the District of Columbia Code for 
the repayment by banks of deposits held in accounts opened in the names of 
more than one individual. Banks are expected to be permitted to make pay¬ 
ment to the nominee or nominees unless restrained by a Court order. The 
aim is not to affect the right of third parties. In relation to mortgaged, im¬ 
movable properly a nominee would have the right to redeem the mortgage by 
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repaying the amount due to the bank. An amendment to the Transfer of 
Property Act should be made. 



Entrastment of Currency Chest 

Under the existing arrangement, surplus funds accumulating at the branches 
of nationalised banks are tendered either at the Reserve Bank of India or at the 
State Bank of India or its subsidiaries for credit of their principal account. 
Unless the nationalised banks have facilities for immediate transfer of funds, 
the surplus money remains idle with them involving loss of interest. Now, due 
to a large influx of cash at nationalised banks, the Reserve Bank and the State 
Bank find it difficult to accommodate all the surplus cash. The provision of a 
currency chest at nationalised banks, specially at metropolitan centres, will 
solve the problems inasmuch as by depositing surplus funds into the currency 
chest, they would get immediate credit in respect of the funds deposited and 
instead of drawing funds from Reserve Bank or the State Bank, they may 
withdraw funds from the currency chest. 

The availability of a currency chest obviates the necessity of the physical 
transfer of cash at frequent intervals, as funds can be deposited in one chest 
and taken out at another. At present the currency chests are not permitted 
to accept or exchange cut or mutilated notes. The public and the banks will 
benefit much if the currency chest is authorised to accept and exchange such 
notes on behalf of the Reserve Bank. Thus the provision of a currency chest 
in nationalised banks will provide relief to banking authorities as well as to 
the Reserve Bank of India.* 


VI 


Observations 

Encouragement given to the nationalised banks to defray small loans to the 
weaker sections of society so as to broadbase the process of development is a 
basic change in the character of control in the Reserve Bank of India. After 
nationalisation the incidence of fraud has increased and the matter should 
receive immediate attention from the Reserve Bank. Moreover, the repayment 
of loans and advances is unsatisfactory', this means erosion of capital in the 
banking system. 

An attempt is being made to decentralise some of the functions (like deposit 
of income tax and other receipts on Government Account) from the Reser\'c 
Bank to other nationalised banks. In relation to the transactions of Central 

5 The Central Government has issued a notification No. F4(150)-Bc/69, dated June 11, 1970, 
directing that the Reserve Bank of India may appoint any Corporate specified in CoKuiui 2 of 
the First Schedule to the Banking Companies (Acquisition and Transfer of Undertaking) Act, 
1970, as its Agent. 
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Government business, all the nationalised banks should be treated equally. 
Section 45 oF the Reserve Bank of India Act, 1934, may be suitably amended 
to embody this principle. Statutory provision should be made so that the 
nationalised banks may be entursted with State Government business. The 
Reserve Bank of India could then concentrate more on central banking 
functions, and the public at large will benefit immensely because of this decen¬ 
tralisation; it could approach other nationalised banks for Government busi¬ 
ness, and since these banks are scattered all through the length and breadth 
of the country, the customers will find it easy to approach them. 

If all the nationalised banks are to be given parity of status, it is necessary- to 
place the nationalised banks for the purpose of intermediate central banking 
functions, such as those specified under the provisions of Sections 18 and 24 of 
the Banking Regulation Act, 1949, and Section 42 of the Reserve Bank of India 
Act, 1934, on par with the State Bank of India and its subsidiaries. In the 
matter of administration and management also, they should be treated at par 
and there should not be any sort of discrimination amongst different banks. 

In the postnationalisation period there has been little change in the character 
of control of the Reserve Bank over the banking system. The Department of 
Banking in the Ministry of Finance of the Government of India, in the changed 
circumstances, is the policy-formulating body in the fields of money and banking 
and issues directives and guidelines to the public sector banks through the 
Reserve Bank of India, the central bank of the country*. Hence, the Reserve 
Bank of India just implemenU the policy that percolates from the Department 
of Banking. The Central Department of Banking Operations and the Deve¬ 
lopment and Credit Authorisation Department have thus become redundant. 
The independence of the Reserve Bank in the matter of taking decisions in 
monetary and credit affairs has virtually ceased and its position as an inde¬ 
pendent authority in monetary affairs has been usurped. This conflict of dual 
control has posed serious problem to the public sector banks. The appointment 
of Directors or Observers in the boards of the public sector banks may not be 
effective and useful in this peculiar situation. In fact there were reports that the 
Reserve Bank was in favour of winding up the Department of Banking which 
came between it and the Government without adequate responsibility' of its 
own. If social objectives to be fulfilled by the public sector banks are to be 
determined by the Government, the policy formulation and decision-making 
powers and the implementation of the policy decision should rest in the liands 
of the guardian of the monetary system. 

The poor and unsatisfactory recovery performance may be ascriljed to the 
fact that bank officials, from top to bottom, are not intbued with the new 
objectives of banking. They do not feel that they work for the development of 
national economic efficiency and progress. Public sector banks should adopt 
an appropriate mix of strategy, innovation and i)olicy in the mobilisation of 
deposits. It is unfortunate that deposit mobilisation (17 per cent) has not 
been able to keep pace with credit expansion (24 per cent). Finally, the old 
abuses to misutilise bank credit to comer shares and acquire control over 
companies still exist. The expectation that public sector banks would provide 
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finance for the Five Year Plans has not yet been fulfilled. The contribution 
of the banks to the Plan finance is practically negligible. 

The nationalised banks are still unsuccessful in filling credit gaps in different 
sectors. Although banking philosophy in the postnationalisation era has 
changed, the g^ass roots level bank staff have not been imbued with the motiva¬ 
tion and vision of bringing about a silent revolution in the countryside. It is 
a tragedy that even though bank staff are highly paid, they are virtually static 
and have failed to appreciate the new social objectives. They have failed in 
aggressively mobilising the savings of society and channeling them equitably 
into productive spheres in conformity with policy objectives and priorities. 
The improvement of the organisational base is the desideratum. All bank staff 
must accept this new challenge of growth and development. The banking 
system touches the lives of millions and they must be inspired by a larger social 
purpose, new responsibilities, and obligations in order to stimulate economic 
development with stability' and social justice. 

A very remarkable achievement of nationalisation is the shift from security- 
oriented lending to production-oriented lending. Perhaps, a new dimension 
in the nationalised banks’ operations is the substantial credit that they are 
giving to projects of national importance. It is a well known truism that 
whenever any institutional meclianism is stretched too fast and over a wider 
area, its efficiency suffers and the quality of services tends to gel diluted. The 
banking system was called upon to expand at a phenomenal rate since nationa¬ 
lisation and, naturally, it was not possible for banks to train all the existing 
as well as additional staff to the high level of expertise and to the desired degree 
of efficiency in such a short time. The problem was one of expanding the 
banking network and services at a fast rate and at the same time of maintaining 
the high quality of their services. 

A banker in the postnationalisation era is not just a purveyor of funds, but 
an innovator of economic and social change in the community in which he 
operates. For this, the banker has to take a lot of initiative as well as risk, 
much larger than what he or his counterpart of yesteryear was accustomed 
to lake. The new style banking imposes much larger responsibility on the ban¬ 
ker, just when lie is least adequately equipped for this difficult task. More 
onerous social responsibilities and obligations devolve on the central bank 
under emergency provisions to give a new approach to the character of control 
of the public sector banks. 

What is more important for the implementation of the 20-point Economic 
Programme in the context of the promulgation of the Emergency is the 
improvement in the performance of the nationalised banks as the rate of pro¬ 
gress of the overall economy largely depends on the efficiency with which 
public sector banks function. 

In the evolution of the central lianking policy for the next decade, the first 
step that should be taken is to redefine the priority sector concept. The present 
concept of the priority sector which covers agriculture, small industries, and 
export absolutely excludes in practice the poorest of the poor (40 per cent of 
a population of 600 million) wlio do not get enough to eat even when the 
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monsoon is good. When the monsoon fails, these 240 million people simply starv e. 
The priority sector at present includes small entcrpreneurs, the real income 
of many of whom would be more than the combined incomes of the chairman 
and the managing director of some of the nationalised banks in India. But 
it is the rural poor—those neglected citizens whose family income does not 
exceed Rs 5000 a year—^who should be the almost exclusive concern of the 
priority sector. In the matter of economic activity the priority sector should 
include those who are engaged, or may be induced to engage in, the produc¬ 
tion of food for human beings, fodder for animals, and fibre for clothing and 
other purposes. If bank credit could connect these idle manpower resources 
with untapped natural resources (food including milk, fish and poultry’ products, 
cattle-feed and fibre) in these basic activities, it would discharge real social 
duties. It is here that the impact of central banking policy on the quality of life 
of the neglected citizens will be visibly and decisively made. If cattle die in 
times of famine or drought, the bankers feel that it does not fall within their 
area of responsibility. They must realise that in economic terms cattle are as 
much a capital asset as a factory. It is therefore suggested that so long as the 
Indian economy is dependent on the vagaries of the monsoon, calamities such 
as famine, drought, and floods should be included in the concept of priority 
sector. The priority sector should also concern itself with the nonfactoiy decen¬ 
tralised sector which hardly gets one hundredth of what the facioiy- sector gets 
(Rs 3,500) by way of bank credit. The aim of central banking policy should, 
therefore, be to uplift the underprivileged class of society in rural India from 
subsistence existence to surplus existence. Central banking expertise and com¬ 
passion should be expressed in terms of lifting the poor from the animal exis¬ 
tence to the human existence. Herein lies the summum bonum of the philosophy 
of responsibilities and obligations of the Reserve Bank towards the society' in 
the context of bank nationalisation. 

Society is the home of business particularly the banking business. For if 
the town or city die.*-, other business may move, but the bank will go down \n ith 
its community. The relationship between a bank and its environment is sym¬ 
biotic—it is a mutually beneficial relationship. Banking business or any other 
business—depends upon the different interest groups like Government, com¬ 
petitors, depositors, borrowers, employees, shareholders (in case of private 
sector banks), etc., that constitute its environment. These interest groups that 
are contributors to the bank’s continuity and prosperity arc also claimants of 
returns in different forms from the bank. Social awareness on the part of the 
banking business challenges the traditional concept of responsibility, and 
these social pressures are in effect a challenge to the thesis that decisions taken 
with a view to maximising private benefits maximise public benefits as well. 
There can be little doubt that central bankers, as well as the commercial ban¬ 
kers, will be “in the forefront of the continuing effort to make our society more 
humane as well as more abundant, more concerned as well as more efficient”.* 

• Prochnow & Prochnow, Jr., Ed., The Changing World of Banking, Harper & Row, New York, 
pp. 365-379 
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Note: 1. Departments will be headed by OfBcer-in>Chargc suitably designated. 

2. Number of departments in each branch will depend upon the range of activities and volume of business. 
Source : Report of the Banking Commission, Government of India, 1972, p. 597. 




PART THREE 

Political Role 




14 


The New Philosophy of the 
Central Bank’s Relationship 
with the Public and the 

Government* 


Politics Determining Economic Policy Decisions and Priorities 

The objectives of economic development, the ends towards which a nation 
strives are indeed a matter of political rather than economic decision. In major 
economic decisions, judgement is basically political and planners and econo¬ 
mists must ultimately bow to political judgement. All that they can do is to 
draw attention to the implications of the judgement and analyse the criteria 
on which it is based. The nationalisation of the commercial banking system, 
for instance, is a vital economic issue today.' Here althougli economic analysis 
can point out pertinent considerations, the final judgement must be political. 
No less an authority than Professor Sayers has admitted that the question 
whether the banking system in a country should be nationalised or not is a 
matter to be decided by the politicians and not by the economists. It is often 
argued in India that the cost of particular services or supplies should be cheap 
in order to benefit the consumer—the person who particularly deserves such 
consideration. Here, again, judgement is political in character. Even the esti¬ 
mation of national resources is not a purely economic exercise. To a large 
extent, this also entails political judgement. In the simplest terms, the mobi¬ 
lisation of savings implies a degree of self-denial for the present so that 
the position in the future is eased. However, for people whose levels of 

* The author gratefully records his deep sense of indebtedness to Professor Richard H. 
Timberlake, Jr., of the University of Georgia (USA), who has kindly spared so much of his 
valuable time in explaiiting by mail all the intricate issues analysed in this chapter. In fact, 
this chapter has gained much from his gracious letters dated June 4 and September 24, 1969, 
to the author. 

t Fourteen major commercial banks in India were nationalised in July 1969. 
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consumption are already pitifully low, self-denial often amounts to self-torture. 
What sacrifices people will make today in order that they may have a better to¬ 
morrow is a matter for sociologists and politicians rather than economists. A great 
deal depends upon the level of public education in the widest sense of the 
term—upon the degree of understanding and identification which people have 
with the developmental effort. To what extent do the people at large sec 
the link bet^veen the benefits which they expect and want and the price they 
are called upon to pay for them; to what extent do people in various walks 
of life—industrialistsandworkers, teachers and clerks—accept the rates of taxa¬ 
tion as something conducive to their welfare and development—all these 
matters depend on the level of education. Up to a point the kind of political 
system also has a bearing on this. A dictatorial regime can get away with 
many things because all that it has to worry- about or guard against is a revolu¬ 
tion. A democratic regime, on the other hand, is subject to a popular vote 
periodically and has much less freedom of manoeuvre. 

II 

The Changing Role of the Central Bank in Relation to the Public 

A central bank is necessarily a political institution. It is set up by an act of 
the legislature, and it usually has some direct connection with the Government. 
I'or instance, the Governor and Deputy Governors of the Reserve Bank of 
India are appointed and the rest of the Directors in the Clentral Board are 
nominated by the Government. In any case, a contemporary central bank 
has control over the economy’s money supply and this function cannot possibly 
be left in the hands of private persons who act under principles of self-intere.sted 
individualism. Ipso facto, a central bank is a part of the political structure.* 

The political role of tlic Reserve Bank is examined here critically in the light 
of its delicate relationship with the public and the Government. Traditionally, 
central bankers in the past had a marked hesitation to write a paper or a book, 
or deliver a lecture in public on policy matters. Their preference was for letting 
tlieir acts speak for themselves. In other words, orthodox central bankers 
in their relations witii the public have been known in the past to be “membei*s 
of tlie silent .service”. In the USA, owing to the decentralised character of the 
l)ankirig system, publicity was neces.san'. The central bankers therefore deve¬ 
loped a tradition of informing the public of the policies they were about to 
adopt. It would have been difiicult to secure the cooperation of the thousands 
of independent unit banks without the central banker coming forward and 
explaining liis views publicly. So, the central bankers in the USA have been 
writing and speaking more than their counterparts in the UK where, on the 
other hand, the banking system was characteristically centralised and the 
convention was to speak less and tlie central banker always maintained a 
certain discretion in his pronouncements. This was carried to such an extreme 

* Sec Professor Tiniberlakc Jr.'s letter dated September 24, 1969, to the author. 
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that one of the results was the production by tlie Bank of England of one of 
“the dullest central bank reports”.® 

But the old order changeth, yielding place to the new. It is now considered 
useful for the central bank “to explain, discuss and forecast,” to secure tlie 
cooperation of the public in the formulation and implementation of central 
banking policies and objectives. Today, the central bank has dbpellcd 
that “silly air of mystery” which surrounded its operations in the past. The 
old concept of the central bank working under a mysterious veil of secrecs- is 
a complete anachronism in the present-day socio-economic structure. The 
modern concept of freeing the central bank from the traditional atmosphere 
of secrecy and mystery under which it operated in the past is now widely 
accepted. A.s Professor Whittlesey^ puts it: 

the cloud of secrecy that traditionally shrouds the thoughts and deeds of 
central bankers was pierced by a number of unconventional proposals from 
newer members of the Board—rather to the dismay, it has been told, of 
older colleagues in the system. 

Attitudes of central bankers may var>' as to the extent to which they will 
break silence; this will depend on the peculiar banking and financial structure 
of the country and the formal responsibilities imposed on them and tiie Govern¬ 
ment by statute or convention, but, there is no question of their maintaining 
absolute silence. It will depend upon the judgement of the central banker 
himself when he should speak out, and when he should keep silent, and how 
far he should go in each case. Lord Cobbold, when Governor of the Bank of 
England, was certainly not a “member of the silent service”—he never hesi¬ 
tated to speak to the public. The Annual Reports of the Bank of England 
no longer make the same dull reading as they did before. Again the Governors 
of the Reserve Bank of India during the 1950s and 1960s in the course of their 
writings and lectures never hesitated to throw light on the policy decisions 
taken by the Bank and to discuss the impact of the monetar\-credit policy and 
Government’s fiscal policy in the stimulation of the growth process. Mr H.V.R. 
lengar, when Governor of the Reserve Bank, delivered numerous speeches 
before businessmen, bankers and academic economists and also wrote a well- 
known book.* At present when heavy doses of deficit financing are injected 
into the economy for promoting economic development, the responsibility of 
the central banker to maintain financial discipline so that economic growth 
can be achieved in an environment of a reasonable degree of stability is, indeed, 
great. It is the patriotic duty of the central banker to draw tlie attention of 
the political authorities publicly when recourse to deficit financing oversteps 
the ‘safe limit’ and to point out the dangers of adopting such large-.scale de¬ 
ficit financing. It may be noted that the Governor of the State Bank of Pakis¬ 
tan never hesitated to make public references to the need for rationalising 

* Sayers, R. S., Central JianJswg after Bagehol, Clarendon Press, Oxford, p. 44. 

* Whittlesey, C. R., “Rules, Discretion, and Central Bankers,” in Essays in Money anti Banking 
in Honour of R. S. Sayers, Ed., C. R. Whittlesey & J. .S. G. Wilson, Clarendon Press, Oxford 
1968, p. 265. 

‘ lengar, H. V. R., Monetary Policy and Economic Growth, \’ora & Co. Pvt. Ltd., Bombay, 1962. 
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expenditure to reduce the quantum of deficit financing with a view to stemming 
the spiralling forces of inflationary pressures.® During the last two decades 
and a half the approach of the central bank has shifted remarkably in favour 
of attempts to bring informed public opinion more and more into the central 
bank’s way of thinking. It is now believed that when the central bank and the 
Grovernment hold different views in regard to a particular policy matter, the 
two viewpoints should be presented to the public for the purpose of a proper 
assessment. 


UI 

History of the Relationship Between the Central Bank 
and the Government 

The history of the relationship between the central banks and the Govern¬ 
ment reflects the gradual rise and subsequent decline of the doctrine of laissez^ 
faire. After the principles of laissez'faire philosophy had been applied to the 
economic sphere, they came to dominate several aspects of central banking 
until iliey pervaded the whole field by the middle of the nineteenth century. 
An inevitable corollary of the principles of laissez-faire was that if there was to 
be a central bank at all, it should be politically independent. The history 
of the Bank of England illustrates the growth of this faith and philosophy. 
Tlie improvident ministries of the day courted the rich Old Lady of Thread- 
needle Street as much as the Lady herself sought their favours. The former 
^^'cre in quest of loans and the latter of advantages at the time of renewal of 
tlieir charter. From these relationships between the Government and the 
central bank, certain incidents were carefully picked out to demonstrate an 
inherent incompetence of the Governments in the sphere of currency and 
credit control. This, it was argued, led to the inevitable conclusion that the 
central bank should be independent of Government.’ This trend of thought 
continued to develop till the outbreak of World War I. In the years after 
the War this habit of thought gathered considerable force under the belief that 
the War had exhibited in extreme terms the dangers of Government control 
and Government direction of central banking.® 

.After the orgy of inflation indulged in by most belligerent Governments 
in the War and the inunediate postwar years, a sharp reaction set in against 
Government control and Gov'ermiicnt management. The tide set strongly 
against granting the Government power to interfere with the functioning of 
a central bank. The exposition of conseivative central banking theory has 
stressed this political independence of central banks as one of its primal*)’ 
tenets.® Tlie concept of political independence of central banks came to be 

• The Journal of the Institute of Bankers, Pakistan. January 1959, pp. 62-63. 

^American Economic Review Supplement, March 1944, article by K. R. Bopp, p. 262. 

‘ Willis, H. Parker, Theoty and Practice of Central Banking with special reference to the 
Federal Reserve System, Harper & Bros., New York, 2nd edn., 1936, p. 178. 

* Kisch and Elkin, Central Banks, 1932, pp. 2 and 27. 



CENTRAL bank’s RELATIONSHIP WITH THE PUBLIC AND THE GOVERKUENT 289 


embodied in the Brussels Conference Resolution of 1920 which was to the 
effect that “banks, especially Banks of Issue, should be freed from political 
pressure and should be conducted solely on the lines of prudence”. This con¬ 
cept of political independence of Banks of Issue was the central feature of the 
reconstruction schemes initiated by the League of Nations and was enshrined 
in the statutes of most of the central banks established at the time—in Austria, 
Hungary, Estonia, Greece, etc. The characters of the banks subsequently 
established in certain Central American Republics exhibit the operation of 
the same principle.'® But the imposing facade of complete political indepen¬ 
dence that central banks in many parts of the world had so assiduously built up 
crumbled with the impact of the Great Depression. The fate of independent 
central banks was sealed and the myth fostered so carefully in the 1920s that 
finance and politics should be kept segregated in troublous times was shattered." 

The postdepression years witnessed an increasing trend towards Government 
ownership and Government control of central banks. This trend has been 
reflected in the central banking statutes relating to ownership of capital, parti¬ 
cipation in administration, and intervention in monetary policy. 

The National Bank in Copenliagen originally founded as a State Bank in 
1813 was changed into a private shareholders’ bank in 1818 and functioned 
in this form, independently of the State, for more than 100 years. By the Law of 
April 7,1936, it was nationalised and transformed into Denmark’s National Bank. 

The Reserve Bank of New Zealand is an outstanding example of a nationa¬ 
lised central bank, if not because of its subservience to the Government, at 
least because of the unequivocal way in which this has been laid down in the 
constitution.'* When the Reserve Bank Bill was introduced for the first time 
in 1932, the proposed Bank was conceived on orthodox lines and, in accordance 
with Sir Otto Niemeyer’s recommendations, was to be controlled by a Board 
“entirely free from the actual fact and fear of political interference.” The 
Bank was established on August 1, 1934, as a private shareholder’s bank by 
the Law of November 27, 1933, but important departures were made from 
Sir Otto’s scheme as the Act made provisions for a substantial measure of 
political control. The Board of Directors came to be composed not only of four 
shareholders’ directors but also of the Secretary to the Treasury, three State 
directors, the Governor and the Deputy Governor, all of whom were to be 
appointed by the Governor-General in Council. Although the Bank was 
established with wide Government powers over it, yet the monetary reformers 
were not satisfied. The Labour Government by passing an amending Act 
on April 8, 1936, placed the Bank virtually in the position of a Government 
department. The shares were cancelled and the holders were given, in ex¬ 
change, Government stock or cash computed on the market valuation of the 

Basu, S. K., Ceniral Banking in the Enmging Couniria, Asia Publishing House, Calcutta, 1968, 
p. 68. 

‘•Johnson, G. G., The Treasiay and Monetary Poiity, Harvard University Press, Cambridge, 
Mass., 1939, p. 6. 

•• Randerton, H. R., “The Reserve Bank of New Zealand”, The Bankers' Magazine, April 
1939, p. 580. 
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shares. Every vestige of private control was completely removed; the Secretary 
to the Treasury who did not previously possess a vote was given one; and the 
Board of Directors were to serve at the pleasure of the Government. All pre¬ 
vious restrictions on the power of the Bank to buy and sell long-term Govern¬ 
ment securities were removed and the Bank was authorised to underwrite any 
New Zealand Government loan, advance the full amount of the Treasury’s 
estimated revenue and discount Government bills. 

The Bank of Canada was established in 1935 as an entirely private share¬ 
holders* bank. Under the Law of 23rd June, 1936, the State assumed partial 
ownership of the Bank by increasing its capital by issuing 102,000 shares of 
class B at par value of S50 each to the Minister of Finance.^® By the Bank of 
Canada Amendment Act of July 1, 1938, which came into force on August 
5, 1938, the Bank was nationalised. Section 17(1) of the Act provided that 
the capital of S 5 million should be issued to the Minister to be held by him on 
behalf of the Dominion of Canada. Under Section I7A, the Minister was 
to exchange 100,000 Class B shares out of the 102,000 held by him for 100 shares 
of the capital of the Bank which it had been authorised to issue.^* 

When a new central bank was formed in Paraguay by the Decree of 23rd 
February, 1936, out of the existing Bank of the Republic of Paraguay, a private 
owned commercial bank, it was State owned.^® By the Law of 12th March, 

1936, the Bank of Italy was transformed into a “public law” institution and 
the private shareholders were repaid the old capital. 

In Germany, although tlie old Reichsbank was privately owned, it was 
operated and controlled by the Government. This long association of Govern¬ 
ment control was broken by the Law of 1924. The new bank was created as 
a privately owned joint-stock company to be controlled by its own Board of 
Directors and the charter stressed its independence of State control.^® But 
when the statutes of the Bank were amended by the Law of 10th February, 

1937, the provisions regarding its independence were eliminated and its Direc- 
torium placed directly under the Fuhrer and Chancellor.^’ New law seeking 
to bring the transformation of the Reichsbank, which had begun with tlie Law 
of 10th February, 1937, to a conclusion in conformity with national socialist 
principles was promulgated on 15th June, 1939. Section 1(1) definitely laid 
down that the German Reichsbank should be responsible to the Fuhrer and 
Chancellor of the Reich. 

By 1948 as many as 36 out of 57 central banks of independent countries 

** Federal Reserve Bulletin, October 1936, pp. 789-92. Sec. 17(1), Tho Bank of Canada Amend¬ 
ment Act, June 23rd. 1936: “The capital of the Bank shall he ten million one hundred thousand 
dollars consisting of one hundred thousand shares (Class A) issued to the public and one hundred 
and two thousand shares to be issued to the Minister at par (Class B) to be held by him on behalf 
of the Dominion of Canada and to be paid for out of the consolidated revenue funds.” 

“The Bank of Canada Amendment Act of 1st July, 1938, Federal Resent Bulletin, Augvtst, 

1938, pp. 652-54. 

Dc Kock, Central Bankinfi, p. 284. 

“ Northrop, M. B., Control Policies of the Reichsbank, p. 29. 

“ Sixth Annual Report of the Bank of International Settlements, p. 95. 

•• Federal Reserve Bulletin, September 1939, pp. 734-742. 
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had been, nationalised as against 10 completely Government-owned banks in 
1931, 15 in 1939 and 19 in 1945. The most outstanding cases of nationalisation 
were those of the UK, France, India, Argentina, Romania, Yugoslavia, Cze¬ 
choslovakia and the Netherlands. Not only did established central banks 
come to be nationalised but new central banks formed in the newly indepen¬ 
dent colonial countries have all been owned by their Governments. The entire 
share capital of the central banks in Burma, Ceylon, Ghana, Rhodesia, 
Nayasaland, the Malayan Federation, and Jamaica has been taken up by the 
Government of the respective countries. All the central banks in the new'ly 
independent colonies of Africa except that of Libya were from the start 
envisaged to be owned wholly by their respective Governments. 

The statutes of the central banks of Nigeria, Ghana, Rhodesia, and Nayasa¬ 
land though of British heritage, were in sharp contrast with those of the Bank 
of England or the Reserve Bank of India and do not contain any provisions 
empowering the Government to issue directions. The elaborate procedure for 
resolving any possible conflict between the Treasury and the central bank, 
which is to be witnessed in the case of certain countries in the Commonwealth, 
e.g. Australia and Ceylon, is also missing in the case of all those banks. 

In the case of central banks of French heritage as those of Morocco and 
Tunisia, there is no legislation providing for Government intervention in any 
form whatsoever in the conduct of their business. Nor is there any provision 
empowering the Government to issue general policy directives to be complied 
with by the banks. The structural organisation of the banks in the newly 
‘emerging’ countries of Africa has been considerably influenced by their herit¬ 
age. In the case of banks having an English heritage such as Nigeria, Ghana, 
Rhodesia and Sudan, they incline to the Bank of England tradition in their 
administrative set-up.** The administrative organisation of banks with a French 
heritage has been modelled, more or less, on the lines of the Bank of France 
and has no Board of Directors standing between the General Council and the 
administrative organs. 

Nationalisation of the old central banks has not, however, brought about a 
change in their legal status. This is particularly true of the historic case of the 
nationalised Bank of England. The powers under the Nationalisation Act had 
merely given statutory sanction to what had long existed by custom and tradi¬ 
tion. It has simply brought into legal form what had for many years been 
the accepted practice and will “do no more than put the saddle on the right 
donkey’s back”. The catalogue of changes is really a catalogue of no changes 
and the Bank of 1946 does not differ significantly from the Bank of 1945,*® 

That the Act has merely provided legal confirmation of an existing factual 
position has been expressed in picturesque language by Dr Dalton. His Majesty’s 
Government and the British people, he observed, felt that the time had come 
for the close and intimate relationship existing between the old Man of the 
Treasury and the old Lady of Threadneedle Street to receive the sanction of 


*• Basu, S. K,, op. cil., Chapter V, pp. 67-76. 
*® Th$ Economist, February 16, 1946, p. 259. 
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law; and the two parties should be joined in lawful wedlock lest anybody think of 
the danger of their living in sin. Thus nationalisation which has been used to des¬ 
cribe the change in the legal status of the Bank of England and various other 
central banks may be the language of party politics but is really a misnomer.” 

The trend towards the statutory definition of the position of a central bank 
vis~it~vis the Government is the outcome of complex forces—apolitical, economic 
and ideological.” In Romania nationalisation was but one aspect of a new 
economic policy patterned after the USSR while in the UK it was a ‘facet’ of 
the general programme of the Labour Party which had just stepped into power. 
The advent of the socialist Government in Australia was similarly responsible 
for the nationalisation of the Commonwealth Bank. In countries with under¬ 
developed banking systems and state-directed economies, the doctrine of a 
private shareholders’ type of central bank found no favour. In Paraguay and 
Guatemala nationalisation of central banking was but one aspect of the regime 
of extensive Government intervention. In many cases the traditional British 
model of ‘independent’ central banks proved unsuitable on native soil and 
withered away soon after transplantation, or was stifled under the growth 
of monetary nationalism which frequently found expression in a reaction 
against the ‘anachronisms and anomalies’ of the Bank of England way of 
central banking. The pre-War transformation of the Canadian and New 
Zealand central banks from private to public ownership immediately after their 
establishment illustrates this reaction. An echo of thb reaction as well as of 
an abiding faith in Government direction was to be found in the bitter contro¬ 
versy that raged in India in the late 1920s over this question of ‘state vs share¬ 
holders’ type’ of central banks, leading to the eventual withdrawal of the Reserve 
Bank of India Bill of 1927. 

Another factor which has served to formalise the relationship between the 
central bank and the Government is to be found in the specific circumstances 
of the country in question. Central banks in some instances failed in the past 
to fall in line with the employment policies of the Gk)vernments. The Common¬ 
wealth Bank of Australia was unwilling to assist in the rehabilitation plans of 
the Government during the Great Depression. So, too, the Bank of England 
at about the same time had not approved of the growing expenditure of the 
Government on unemployment. The Australian Commonwealth Bank was 
subsequently nationalised so that it could better serve as an instrument of 
Government policy. The Bank of England could not be nationalised then for 
the Labour Government was defeated at the polls in the autumn of 1931, but 
immediately after returning to power the Labour Government did in 1946 
what it could not do in 1931. 

In the postwar years the policies of economic planning and full employment 
to which most Governments have been wedded have accentuated the trend 
towards the statutory dehmtion of relations between the Government and 
central banks and has hastened the movement towards nationalisation of 

L. L. Minty in the Journal of Uu Institute of Bankers^ London, July 1946, p. 145. 

** Amerkan Economic Review, September 1948. Article by M. A. Kriz entitled “Central Ranlf* 
and the State Today", pp. 371-73. 
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central banks. It is well known what an important role deficit spending has 
come to play as a method of achieving and maintaining full employment. 
One of the fundamental problems related to the creation of employment by 
this metod is the question of maintaining the rate of interest at a low and stable 
level. The rate of interest can be prevented from rising if a proper banking 
policy is followed. The essence of this policy is to expand the cash basis of the 
member banks so that they may expand their deposits sufficiently and maintain, 
at the same time, their legal or customary reserve ratio. When the Government 
is pursuing a policy of full employment by means of deficit financing it must 
be sure that the rate of interest is definitely under its control and cannot be 
raised against it. The central bank inevitably becomes a part of the Gk)vemmenl 
machine** and this position of the central bank is formalised by its nationalisa¬ 
tion. It will no longer be possible for a central bank to flout the powers of the 
Government or thwart its policy as the Bank of England or the Common¬ 
wealth Bank attempted to do in the past. 

IV 

Central Bank-Treasury Friction in India, Canada, 

Sweden and the USA 

The trend towards Government control and Government ownership as re¬ 
flected in post-War central banking developments should be carefully noted in 
the Indian scene also. There has been a widespread demand for a Government 
bank in India for a long time and it may be recalled that the first Reserve 
Bank Bill foundered on the question of independence from political control. 
At that time Government banking institutions in the world were very few in 
number and this was one of the strongest points in favour of the shareholders’ 
type of central banks. But circumstances have since changed entirely. The 
number of Government banks has been steadily on the increase and during 
the post-War years the trend towards Government control and ownership 
has been unmbtakable. 

In some quarters, the view ffiat the central bank should be independent 
of the Goverrunent has been expressed; but even the term ‘independence’ 
according to the authors of a classical work on central banks, means that in 
regard to important problems both the central bank and the Government 
should closely and continuously cooperate with each other and that there 
should be an even closer relationship during periods of grave emergencies such 
as war and economic crises.*^ In other words, the Government and the central 
bank should function as ‘partners’ and the central bank need neither be com 
pictely independent of the Government nor completely subordinate to it. 

The concept of the ‘independence of a central bank*, however, implies 
certain essential features. There should be adequate representation of interests 

i» Basu, S. K., Rtctni Banking DneloPmtnts, The Book Exchange, Calcutta, 194<5 
pp. 73-74. 

** Kuch and Elkin, Cmtral Banki, p. 18. 
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like those of commercial banking, industry, and trade on the Directorates of 
central banks. Further, the provision that the Government should give direc¬ 
tions to the central bank only after consultations with the central bank should 
be adhered to and the Government should make it a point not to issue direc¬ 
tions without consulting the central bank. 

No doubt, there were differences of opinion between the Government and 
the Reserve Bank; but these differences existed before the country became 
independent. After Independence, there was no instance of any serious con¬ 
flict or difference of opinion between them; on the other hand, perfect agree¬ 
ment was noticed on many important matters like cheap money policy and 
open market operations.*® 

The Reserve Bank, though it cooperated with the Government in carrying 
out its policies did not give up its independent attitude and often represented 
the interests of the nation whenever it felt that the policies of the Government 
were not conducive for the good of the people. It may be mentioned that a 
warning was given by it about the risks inherent in accumulating sterling 
balances and the British Government was advised to put an end to the export 
of important commodities. The Reserve Bank also made a suggestion in 1945 
that the Brilbh Government should make its disbursements in either bullion 
or capital or consumer goods, or in foreign currencies. In 1946 it emphasised 
the risks which the Government of India would have to face by pursuing ex¬ 
tensively its cheap money policy.*® The budget proposals of Mr Liaquat Ali 
Khan were also strongly criticised by the Board of Directors of the Reserve 
Bank in 1947 which clearly pointed out how they would adversely affect the 
interests of the country. It was questioned whether the Reserve Bank of India 
^vould still have done so had it been Government owned. The fear that the 
Reserve Bank and the country would not have the advantages of the advice 
and the wise guidance of an able and independent Board of Directors in the 
event of nationalisation was also expressed; for a Government owned bank 
\vouId only have directors nominated by the Glovernment who might merely 
be ‘yes’ men who might not be bold enough to express their views. There was 
the possibility of the Reserve Bank becoming merely another department of 
the Government. On the other hand, an independent Board of Directors would 
examine the policies of the Government impartially and express their opinions 
without reservation or hesitation, pointing out defects, if any. 

An assurance to the effect that the Reserve Bank of India would continue 
to function as an autonomous institution was expressed by the then Finance 
Minister R. K. Shanraukham Chetty. It was also observed that adequate 
representation of various interests would be made in the Board of Directors so 
that the institution could be made an object of democratic processes. Doubts 
were, however, expressed in some quarters as to how far the successive Govern¬ 
ments would observe these valuable and healthy conventions laid down by the 
Finance Minister. 

** Commerce, May 22, 1948, also speech by Mr M. C. Ghidambarain, Chai rman , the Indian 
Overseas Bank Ltd., at the Annual General Meeting of Shareholders, March 1948. 

** Panandikar, S. G., Banking in India, Orient Longmans, Bombay, 1966, p. 380. 
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A brief study of the relationships between the central banks and the respec¬ 
tive Governments of some countries is instructive and a few general principles 
to be observed by both authorities may be deduced. 

The most recent case which focussed wide public attention on this subject 
is that of the Governor of the Bank of Canada during the period 1955-61. 
Mr James Coyne joined as the Governor of the Bank of Canada early in 1955, 
his term of office was for seven years. The Bank of Canada Act does not leave 
any supervisory or regulatory power in the hands of the Government. Accord¬ 
ing to the Bank of Canada Act, the appointment of the Governor, the Deputy 
Governor and the other Directors is made by the Government after which they 
have a free hand to discharge their duties in the manner which they consider 
best. 

Mr James Coyne held certain views in regard to the pressure faced by 
the Canadian economy on account of the influx of capital from the USA and 
the way in which the problem could be tackled. He expressed these views in 
speeches which touched not only upon subjects like the expansion of credit 
and currency and the external value of the dollar but certain other matters 
like fiscal and economic policies over which the Bank had no control. The 
Minister of Finance did not like the speeches of Mr Coyne but kept quiet for 
a while. However, Mr Coyne persisted in giving strong expression to his 
views. The Finance Minister and Mr Coyne had differences of opinion on other 
subjects also and matters soon came to a head. The Governor was asked to 
resign but he declined to do so. Some way had to be found to resolve tlie 
deadlock; finally, a bill was introduced in Parliament to empower it to dis¬ 
miss the Governor. However, after an unhappy discussion in Parliament, 
Mr Coyne resigned of his own accord. 

Although Mr Coyne’s case has been the most publicised, there have been other 
cases equally dramatic in nature. In Sweden some years back, the bank rate 
was raised by the Riksbank from 4.5 per cent to 5 per cent. This was done with¬ 
out consulting the Government which did not like the action of the Riksbank. 
According to the constitution of the Riksbank, the Chairman (who is different 
from the Governor) is appointed by the Government while the Governor and 
the other Directors arc elected and are answerable only to Parliament. The 
Prime Minister sent for the Governor of the Riksbank, objected to the action of 
the bank made without consultation with the Government and demanded that 
he should resign. But the Governor was adamant and declined to submit his 
resignation on the ground that his responsibility was not to the Government but 
only to Parliament. There was, thus, a tussle between the two authorities. 
At last, both of them reached an understanding according to which the bank 
agreed to consult the Government and take its advice before making changes in 
in the bank rate and thus the dispute w<is settled. 

The third instance was in the USA where a conflict developed between Presi¬ 
dent Truman and Mr Marriner S. Eccles, the Chairman of the Board of 
Governors of the Federal Reserve system, regarding the policy of open market 
operations. The Administration was particular about the maintenance of current 
prices of gilt-edged securities and, therefore, waniea the operations of the Federal 
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Reserve to be conducted in a way which would keep their prices at that level. 
But the Federal Reserve was of the view that the adoption of such a policy would 
mean putting more money into circulation which would worsen the inflationary 
conditions prevailing in the economy. When President Truman became aware 
of this difference of opinion, he sent for Mr Eccles and, m his discussions, empha¬ 
sised the need for preserving “public confidence in Government’s credit and in 
Government securities.”” After these discussions, a notification was issued by the 
White House to the effect that the Open Market Committee had accepted the 
views of the Administration. When he saw this notification, Mr Eccles issued 
another notification denying it and soon afterwards tendered his resignation. 
Mr Eccles defended his views in a letter to the Douglas Committee dated 
December 1, 1949, pointing out that the conduct of open market operations so 
as to maintain prices of Government securities would aggravate inflation. The 
hearings before the Douglas Committee which was considering the whole ques¬ 
tion of the relations between the Treasury and the Federal Reserve do not give 
the impression of friendly cooperation and honest differences among friends. 
The conflict became rather pronounced and the balance of power shifted some¬ 
times in favour of the Treasury or again in favour of the Federal Reserve.*® 

V 


Gonstitutioiuil Provisions Governing Coordination of Policy 
and Demarcation of Responsibility Between the Reserve Bank 
of India and the Government 

A central bank cannot possibly act contrary to national economic policy. 
Subject to this limitation it may enjoy a considerable degree of autonomy within 
the field of monetary and credit policy determination. The statutes of central 
banks even in tlie case of nationalised ones, however, have not always found it 
necessary or feasible to make a clear-cut demarcation of responsibilities between 
them and the Government or to lay down constitutional or formal administrative 
arrangements governing coordination of policy between the two bodies. Thus, 
there is no constitutional provision indicating the line of demarcation bet^vecn 
the Reserve Bank of India and the Government in the field of monetary 
authority. In practice, in respect of the operation of monetary instruments, the 
Reserve Bank generally takes action on its own initiative. But in the case of the 
bank rate there has always been previous consultation Aith the Government. 
The rates of stamp duty on usance bills are fixed by the Government; and by 
varying these rates the Government can nullify the effects of a change in the 
bank rate or alter the cost of borrowing from the Reserve Bank against this 
security even when the Reserve Bank has not moved the bank rate. The latter 
happened in 1956 when the Gk>vernment enhanced by legislation the permissible 
rates of stamp duty on usance bills. The convention has since been established 

Icngar^ H. V* R., op. cit., p. 283. 

Fforde, J. S., Th^ Fidnal lUsenn SjsUm, 1945^9, Oxford University Press, New York^ 
pp. 321 and 33B. 
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that changes in the rate of stamp duty will be made only after consultation with 
the Reserve Bank. In practice the Grovemment’s power to vary the stamp duty 
does not, therefore, impair the Reserve Bank’s primary responsibility in regard 
to fixing the bank rate.*® 

The Governor of the Reserve Bank of India believes that if a distinction is 
drawn between monetary and fiscal problems and the responsibility for dealing 
with the two groups of problems is allocated behvecn the Reserve Bank and the 
Government respectively, there will not be any room for conflict and controversy. 
The Reserve Bank of India’s responsibility is direct and unquestioned with regard 
to credit policy, the operation of the monetary mechanism, and the maintenance 
of currency stability. The Government of India has been endowed with statutoiy- 
power to issue directions and has the sole power to deal with questions relating 
to fiscal policy. It is true that monetary policy may be affected by fiscal policy 
especially in a developing economy like India’s. In such circumstances it is the 
duty of the Reserve Bank to communicate its views to the Government on contro¬ 
versial fiscal problems confidentially. It should also inform the Government to 
what extent its responsibility to maintain monetary stability is being impaired 
by the Government’s fiscal policy. 

What exactly is the position of the central bank vis-d-vis the Treasury ? Should 
the central bank be subservient to the Government or independent of it? Or 
should it cooperate with the Government in the execution of its policy even 
though it does not see eye to eye with it? 

The central bank has certain important functions and responsibilities in 
modern times. It has to act as a watch-dog over the various developments in 
the country and is in a special position to take stock of the overall economic 
position in an objective manner. The Government is, no doubt, interested in 
promoting the economic prosperity of the people; and for this purpose, it 
harnesses the resources of the country to the maximum advantage. But it cannot, 
and may not, always take an objective view of the situation. The actions and 
policies of the Government are based on the policies of the party in power and, 
more often than not, it is the will of the leader of the majority party which pre¬ 
vails in the country. It is in this context that the responsibility of the central 
bank assumes special importance. 

Further, the special significance of monetary policy has been recognised in 
recent times. In the 1930s, fiscal policies were considered to be far superior to 
monetary policies and hence monetary policy lost its importance to some 
extent. But, ever since the fifties, it has been recognised that monetary policy 
could play a useful role in achieving economic stability. This would clearly 
bring out the special role of the central bank in modem times. The problem 
involves not merely a mutual recognition of the respective role of each but also 
an adjustment of attitudes towards policy making. 


*• Tht Radelift Report, Vol. I, p. 255. 
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The Ojaestion of the Independence of the Central Bank 

In underdeveloped countries with immature banking systems and with the 
doctrine of state-directed economies having full play, the concept of a private 
shareholders’ central bank was an anomaly. In the context of the highly com¬ 
plex economic and financial structures of most civilised countries nowadays 
and against the background of policies of full employment pursued by them, the 
old concept of a central bank confining itself to its own business in a state of 
isolation from the Government and politics has also become unworkable. A 
central bank cannot, obviously, pursue a policy that runs counter to the objec¬ 
tives of national economic policy. It has now become increasingly evident that 
monetary policy and general fiscal policy are part of the overall economic policy 
of the Government. The position today has been aptly expressed by one who is 
both an academic economist and a practical central banker that the central 
bank has to be regarded as an integral part of the Government but with a life 
and ethos of its own.The central bank as essentially a public institution can 
hardly be independent of the Government. Thus, the concept has been develop¬ 
ed that the central bank, though fairly independent, should act in the closest 
harmony with the Government. There should be a great deal of informal con¬ 
sultation and close working contact between the two. This view of the position 
of the central bank vis-a-vis the Government is taken even by the Governor of 
the South African Reserve Bank, which is still a shareholders* type of central 
bank, who observed before the Radcliffe Committee that his bank was satisfied 
to regard its independence as independence within the Government rather than 
of the Government.®^ Throughout the long history of central banking in the 
USA, this question of independence has been thoroughly debated and even 
there it lias been maintained that the Federal Reserve System should be 
independent, not of the Government, but with the structure of the Govern¬ 
ment. 


vn 


Central Bank Independence Subject to the Supreme Authority 
of the Government: True Position of the Reserve Bank of 
and the Government 


The divergences between the viewpoints of the Governments and central banks 
are of a structural character, and they should be accepted in the interests of the 
institutions concerned. The fact that such differences exist is the best evidence 
tliat the institutions are functioning well. 


” Three Banks Review, September 1963, Sayen, R. S’s article entitled “Cooperation between 
Central Banks’’. Also article by Lord Cobbold, “Some thoughts on Central Banking”, Jottmal 
of the InHitute uf Bankers, February 1963. 

** The Radilijfe Committee Evidences, Vol. 1, pp. 256, 286 and 295. 
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Ministers of finance and those responsible for monetary policy are sometimes 
bound, by the very reasons of their differing responsibilities, to have divergent 
views on how to resolve big financial problems. The former, who have to take 
certain political factors into consideration, will tend to regard these problems in 
an immediate context without concerning themselves too much witli the conse¬ 
quences of their decisions. The others, on the other hand, by reason of tlie 
permanent nature of their office and the technical background they must possess, 
\vill generally take a fuller account of the long-term implications of their 
decisions. It is the confrontation of these two viewpoints that will ultimately 
enable the best solution to be found. Some people may perhaps feel that, in the 
event of profound disagreements on the policy to be pursued, means should be 
provided of arbitrating on the divergent opinions, or that the Grovemment 
should be afforded the possibility of imposing its views. 

Where the central bank is more removed from political influences and more 
independent from Treasury problems, it can use its greater knowledge and tech¬ 
nical experience of financial markets and of the implications of monetary policy 
to act more objectively in monetary matters. The Government should listen 
to the technical advice of the central bank, which should have the power to 
close the door in case of imminent danger of abuse of monetay policy. All in all, 
the ideal has prevailed that it is in the general interest for the central bank to 
pursue its independence from the Government.®* 

However, according to Dr Guido Carli, the Governor of the Bank of Italy, 
a central bank should argue dialectically, dctachcdly and point by point with the 
Government, with the centres of organised power and with pressure groups on 
new points of policy. If the Governor’s views are contrary to those of tlie Minis¬ 
ter, the Ministers have to take a decision—tliat is invite the Governor to resign. 
The Governor under the Italian law is armed with certain powers.*® For instance 
he can decide the volume of rediscount. Here he acts according to his own 
judgment and if his judgment is found contrary to the Government’s views, he 
will have to resign. According to Dr Carli, the strength of the Governor lies in 
having no external support except his own conscience. 

Does this mean that the central bank should be completely independent of 
the Government? If this were to be the case, the central bank would be an 
authority having almost equal powers with the Government with the result that 
they may pull in opposite directions causing frequent conflicts wliich are not de¬ 
sirable from the point of view of the administration of the country. On the other 
hand if the central bank is completely dependent on the Government, it may 
not discharge its functions properly and effectively. 

According to the Bank of England, the central bank must have supreme 
authority in the discharge of its ‘own functions’. This view was, however, not 
accepted by the Radcliffc Committee which thought that monetary policy should 
not be looked upon as a kind of‘economic strategy’ pursuing its own independent 
aims and that economic policy, whatever shape it might assume from time to 

*• ThtPiTjaeebsion Foundation November 9,1966, Commentary by DrKraiua Ascbingcr. 

** Article 25 of the Statute of the Bank of Italy. 
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time, certainly includes the broad objectives and outlines of monetary policy and 
monetary operations. Further, the Committee expressed clearly that, from the 
beginning to the end, the policies followed by the central bank should be in 
conformity with those upheld by ministers who are responsible to Parliament. 
Thus, the Radcliffe Committee expressed its dissent from the views of the Bank 
of England in unambiguous language.®* 

In India, also, the position of the central bank vis-a-vis the Government has 
been defined in a statement by a former Union Finance Minister:*® 

The Governor of the Reserve Bank.. .is entitled to criticise the Government, 

to differ from Government-We can.. .issue directives: but the Reserve 

Bank can hold a different opinion... and also publish it in his report that the 
Government of India was advised in the matter.... 

Tliis sets out very fairly the relative responsibilities of the Reserve Bank and 
the Government at present and it is hoped that it will continue to be regarded 
as the charter for the vital role that the Reserve Bank has to play in shaping the 
economic destiny of the nation. 

The Reserve Bank is managed by the Governor who is the chief executive and 
whose position is unique. The Governor has to take the initiative in the matter 
of controlling credit and help in maintaining stability in the value of the 
currency. In some cases, the Government may accept the advice of the central 
bank and there may not be any difficulty. If, however, there are differences of 
opinion between the central bank and the Government on matters such as 
stability in the value of the currency and control of credit, subjects in which 
the central bank has a special and important responsibility, some difficulties 
may arise. In these cases, the views of the Governor of the Reserve Bank, those 
of the Government and the reasons for the nonacceptance of the views of the 
Governor of the central bank should be publicised. All these could be discussed 
by the public or Parliament or by a Parliamentary Subcommittee.*® Such a step 
would definitely give prestige and importance to the central bank audits views; 
it would also mean that another impartial body or bodies would be able to view, 
in proper perspective, the reasons why the Government did not act in accordance 
with the advice or recommendations of an expert authority like the central bank. 

The question arises here as to whether it may not be advisable to fix a limit 
to the quantum of loans taken by the Government from the central bank. In 
the USA, there b such a ceiling. Thb amount may be stipulated as a certain 
percentage of the national income. During periods of depression, when it becomes 
necessary for the Government to borrow more funds from the central bank, thb 
ceiling may be rabed suitably. 

The functions and responsibilities of the Bank of England and the Government 
in the fields of money and its management are different and separate; but, quite 
frequently, they overlap. The Bank b charged with the direct responsibility 

” The Radcliffe Report, p. 273. 

» Speech by Mr. T. T. Krishnamachari, Finance Minuter, in the Rajya Sabha on December 
21, 1957. 

** Sir William Meyer Endowment Lectures delivered at the University of Madras in March 
1965 by Mr H. V. R. lengar, former Governor of the Reserve Ratmir of India 
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of managing the money market, which includes subjects like the bank rate, 
open market operations and the credit base. The Treasury is responsible for 
budgetary and fiscal operations and also other matters such as Exchange 
Equalisation Account and schemes of Government borrowing which have their 
reactions and effects on the money market also. In regard to the two last 
subjects mentioned, the Government is, perhaps, the ultimate authority to decide 
—the Bank is merely the agent which gives advice and carries out the opera¬ 
tions.” Apart from this, the Government has overall supremacy to ensure that 
monetary policy is in harmony with the economic policy of the country . The 
Radcliffe Committee had this to say on the subject: 

The Central Bank is one of the principal authorities concerned with tlie fra¬ 
ming and operation of monetary policy... the policies to be pursued by the 
Central Bank must be from first to last in harmony with those avowed and 
defended by Ministers of the Crown responsible to Parliament. 

In general, it may be observed that there is something like a banker-customer 
relationship between the central bank and the Treasury. Of course, some honest 
differences of opinion may arise between the two authorities; but this should not 
stand in the way of cooperation between them. It is also possible for the Chancel¬ 
lor of the Exchequer to overrule the Governor of the Bank, which also happens 
occasionally. But the Governor of the Bank still enjoys respect and there is 
mutual esteem and understanding between him and the Finance Minister. 
The relationship between the Bank and tire Government has been quite smooth 
and cordial and no written directions have, so far, been given to the Bank.®« 

In the USA, the Federal Reserve Board of the Federal Reserve System is, in 
general, empowered to take decisions as regards monetary policy. This Board 
consists of seven members who are appointed by the President after getting 
the consent of the Senate and their terms of office is fourteen years. The Congress 
has no power to give directions to the Board, and in this sense, the Board enjoys 
independence from the Congress. StUl it is difficult to locate where exactly the 
final authority regarding monetary policy lies in the USA, if not in the Federal 
Reserve Board. A Conunittee of the Congress, the Patman Committee came to 
the conclusion that the independence of the Federal Reserve System is desirable 
not because it is an end by itself but because it is a means through which tlie 
“best overall economic policy” can be formulated and that this independence 
"must be an independence within and not from Government”. This view has 
great force as it is necessary for monetary policy to be in conformity ^vith the 
general economic policies of the Government. 

There arc certain requirements which have to be satisfied if botli the Govern¬ 
ment and the central bank are to function in close harmony. The Government 
should have complete confidence in the central bank and the Governor, and the 

central bank should also recognise the fact that in financial matters, the Govern¬ 
ment is responsible to the public. 

" by G F. Cobbold, former Governor of the Bank of England at a dinner of the 

Iptwich Centre of the Institute of Bankers (published in the Jo W of thilnstiluU of Baiikers 1957 

pp. 309-3H). 130/, 

M lengar, H. V. R , op. dt., p. 286. 
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This does not mean that the central bank should always concur with the 
proposals of the Government. Mr Montagu Norman once observed: “I look 
upon the Bank as having the unique right to offer advice and to press such advice 
even to the point of nagging; but always, of course, subject to the supreme 
authority of Government.’* This view appears to be quite correct. On the 
Board of Directors, there should be persons noted for their independence who 
would be in a position to express their opinions without fear or favour. Thus, 
a cordial relationship between the central bank and the Government does not 
preclude the Governor or the Directors from expressing their views freely or 
frankly. Of course, the final authority should be with the Government, but the 
Treasury should make it a point not to interfere with the working of the central 
bank so long as the latter is following policies which are in consonance with the 
economic policies of the Government. 

vm 


The Central Bank’s Relationship with Politics— 

The American Experienced^ 

Economists arc in general agreement on three points; (i) the central bank 
sliould be independent of political influences—almost metapolitical; (2) it should 
remain subordinate in its powers to the automatic functioning of the gold stand¬ 
ard; and (3) high quality commercial paper should be the only basis for central 
bank credit extension. John R. Commons^ observed that the inflationary policies 
of the Federal Reserve Board during 1919-21 were caused by the dominant 
place on the Board held by the Secretary of the Treasury who was compelled to 

float 

Government securities at less than the current rates of interest... .The Secre¬ 
tary’s ambition to make a successful record in the patriotic policy of floating 
enormous loans at low rates of interest prevented the board and banks from 
doing.. .what should have been done. 

Harold Reed who was especially critical of the strategic imponderability of the 
Board of Governors wrote, 

.whenever wide differences of opinion exist it is inevitable that slow and 
tedious diplomacy must be exercised before substantial unanimity of thought 
can be gained and aggressive action taken. Continuous concessions of 
judgement must be made in a field in which history records few successful 
compromises. 

This section is primarily based upon Prolcssor Ricliard H. Timberlake’s paper on “Politics, 
EconomisU, and the Central Bank” published in the H'eslem Economic Journal, Vol. IV, No. 3, 
Summer, 1966, pp. 281-296. 

Commons, John R., “Stabilization of Prices and Business”, American Economic Review 
March 1925, p. 46. 

Reed, Harold T., “Recent Work of tlie Federal Reserve Administration”, AER, March 
1926 (Proceedings), pp. 303-04. Reed quoted an editorial of the Commercial and Finaneial OaortUle 
to much the same effect in which the author (a Mr Dawes) stated that this imponderability 
would exist even if “the ablest men in the world would always sit on the Board”, p. 304. 
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B. H. Beckhart agreed with Reed’s condemnation of the encroachments of the 
politicians on Federal Reserve credit policies.^* He added: 

It is deplorable that political influences have played such a prominent part in 
the Reserve System not only as regards appointments to the Board, but e\ en 
as regards the fixing of the rates of discount. 

What neither Reed nor Beckliart was willing to recognise or to admit was that 
politicians must have had a vested interest in the results of monetary' policy. 
Hand-slapping by economists and suggestions couched in terms of what the sys¬ 
tem ought to be like were useless if the Federal Reserve System could not be 
politically independent and incontestably scientific. 

The right of the President to appoint the Governor and Vice-Governor of the 
Federal Reserve Board was “cause for alarm on the part of the large body of 
students (economists?) and bankers who realised the vital necessity of indepen¬ 
dence from political influence in the management of any central banking 
system”He lamented repeatedly: “The Federal Reserve Board although 
ostensibly independent, has.. .come practically under political domination.”*^ 
Jacob Viner commented that any changes in the Federal Reserve Boards’ 
operations would be “because of changes in the persormel with whom the 
power of control rests”. Stressing that the board should not be the pawn of the 
Executive, he argues that 

Harmonization of the two sets of authorities (fiscal and monetary) must be 
through exchange of views between agencies which meet as equals rather 
than by making one agency the mere instrumentality of the other.** 

In effect, the two sets of authorities did not meet as equals, and Viner gave 
no particulars as to how ‘harmonziation’ might be accomplished. 

The Hoover Commission’s investigation in 1949-50 included a study on tlic 
role and placement of the central bank in the structure of Government. The 
Commission’s chief economist for this study was G. L. Bach. In spite of the legal 
divorce of the Federal Reserve Board from the Treasury in 1935, “credit policy 
since 1935 h^ been more rather than less consonant with Treasury financing 
needs”.** In the informal negotiations on monetary and fiscal policy between 
officials of the two agencies “personalities of the various top officials. . .have 
influenced substantially the nature of the negotiations and the relative strength 
exerted by the two agencies”.*’ Treasury leadership develops, he emphasised, 
because of the System’s ‘independence’. That is, a single-minded Treasury' 
having close ties with the President and his executive officials “is invariably the 
stronger bargainer.”** He suggested that monetary policy be brought under a 
National Monetary Council consisting of the Secretary of the Treasury, the 

** Beckhart, B. H., “Federal Reserve Policies—Discussion”, AER, March 1926, p. 325. 

** Bradford, Frederick A., “The Banking Act of 1935”, AER, December 1935, p. 667 
“Ibid., pp. 671-72. 

Viner, Jacob, “Recent Legislation and the Banking Situation”, AER, March i936 
(Proceedings), pp. 113*114. 

“ Bach, G. L., “The Federal Reserve and Monetary Policy Formation”, AER, December 
1949, p. 1181. 

«Ibid., p. 1179. 

“lbid.,p. 1181. 
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Chairman of the Board of Governors, the Director of the Bureau of the Budget, 
and others.^® ’ 

P. B. Whale, a British economist, writing in 1939 on the impossibility of central 
bank independence stated that “The real difficulty at present... is that econom¬ 
ists are not in a position to a.ssume the role of experts (on monetary policies), 
because of their failure to agree amongst themselves.*’^ 

A political scientist, Michael Reagan, recently compared the political structure 
of the Federal Reserve System with other contemporary policy-making agencies. 
He agreed with Bach and many other economists that “Insulation of politics 
(by the Federal Reserve Board) is as impossible as it is democratically undesir¬ 
able for an agency functioning so near the center of national economic policy”.®^ 

The core of the dispute in the USA lay in the allocation of authority with 
regard to monetary and debt management policies. There are three means 
possible to prevent unseemly conflicts between the central bank and the Govern¬ 
ment in the future.®® One is to give either agency full executive responsibility 
for combined monetary-fiscal policy. A second possibility for reforms is to put 
the executive heads of both agencies on an equal footing. The third method 
suggested is to proscribe any discretionary policy for either agency and put the 
essential operations of policy under a system of rules. The Douglas Committee, 
however, was not in favour of concentration of monetary-debt management 
policies either in the Treasury, or in a newly created Department of Money 
and Finance or in the Federal Reserve itself. Three general methods have been 
suggested by the Douglas Committee for securing more appropriate debt 
management policies. Firstly, the building up of the quality and prestige of 
Federal Reserve officials. Secondly, tlie issuance by the Congress of general 
instructions to both the Treasury and the Federal Reserve regarding the division 
of autliority over monetary and debt management policies and the objectives of 
these policies. Tlurdly, the Secretary' of the Treasury and the Chairman of the 
Board of Governors of the Federal Reserve System should be made members of 
the National Monetary and Credit Council proposed by the Committee.®® 

It would serve society badly if monetary policy is not kept above party politics, 
it may lead to the neglect of the human ingredients on which exercise of discre¬ 
tion depends. “To forget this is to overlook that which makes economists most 
useful to central banking. And it is to forgo that which makes central banking 
most interesting to economists.®* 


*» Ibid., p. 1185. 

Whale, P. B., “CentraJ Banks and the State”, Manchester School, January 1939, p. 49. 

®‘ Reagan, Michael, ‘‘The Political Structure of the Federal System,” American Political Science 
Review, March 1961, p. 68. 


This has been suggested by Michael Reagan in American Politual Science Review, March 1961, 
pp. 64-76. Also Timberlakc (Jr.) Moruy, Banking and Central Banking, Harper & Row New 
York, 1965, p. 344. 

Basu, S. K., A Survey of Contemporary Banking Trends, The Book Exchange, Calcutta, 1965 
pp. 53-61. ’ ’ 

Whittlesey & Wilson, Ed., Essays in Money and Banking in honour of R. S. Sams, aarendon 
Press, Oxford, i968, pp. 264-265. 
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Observations 

The idea of the independence of a central bank has been overborne in recent 
years by newly evolving conceptions of the role of the Government in the 
development of a country’s economy and the place of monetary policy in the 
totality of the overall economic policy. During the gold standard era 1870-1914, 
one could have spoken of the independence of a central bank because its 
operations were, by and large, automatic and because the shaping of monetary 
policy so as to maintain full employment or promote economic welfare was not 
considered part of the central bank’s responsibility. But with the abandonment 
of the gold standard in the 1930s, a reappraisal of the division of functions in the 
field of monetary policy between the central bank and political authorities be¬ 
came necessary. 

The traditional ‘conservatism’ of central bankers responsible for the painful 
deflationary policies witnessed in the 1930s has undoubtedly waned under the 
influence of Keynesian economics. There is hardly any central banker today 
who will be insensitive to the danger of mass unemployment. The revival of 
overdeflationary central bank thinking so familiar in the heyday of the gold 
standard is unlikely in the present conditions. But, at the same time, there is 
general unwillingness to concede that the central banking agency should be so 
independent of the Government that it will be able to regain its operating 
policies. In the circumstances there is a body of responsible opinion which 
favours an equal hearing for the Government and central banking viewpoints 
in the determination of the Government policy and then unified action on that 
policy which the Government judges best. In the event of a failure of a Govern¬ 
ment-central bank compromise, a reference of issue to a National Monetary 
Council or even to the President is sometimes envisaged. 

Important structural and institutional changes have taken place in the planned 
economy of India. The Government of India has had to assume larger res¬ 
ponsibility for much more ambitious objectives of economic policy than ever 
before. The maintenance of full employment and the achievement of a rapid 
rate of economic growth have become important responsibilities of the Reserve 
Bank of India since the commencement of the planning era. Monetary policy 
of the central bank cannot be envbaged as a form of economic strategy having no 
relation to the objectives of the Government’s overall economic policy. A new 
set of tools, entirely different from the simple instrument provided by the bank 
rate under the gold standard, is now required for the fulfilment of these 
objectives. These and other related developments brought about profound 
changes in the traditional division of functions between the political authorities 
and the Reserve Bank of India. For instance, while the Government was pursuing 
a policy of deficit financing, the central bank in such circumstances inevitably 
became a part of the Government machine. The enormous growth of public 
debt in the period after World War II has also been an important specific fact 
which contributed to the shift in the relations of the Reserve Bank of India and 
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the Government in the present times. The exigencies of debt management have 
endowed the Government with an unprecedented responsibility for monetary 
policy and a dominance over the central bank that could not be foreseen. Thus 
the philosophy of the relationship between the central bank and the Government 
is entirely different today in the new economic circumstances. The old concept 
that the central bank should not pay too much regard to politics and political 
authorities and that it should get on with its own business has been replaced by 
the new concept that the central bank, though fairly independent in its thinking 
and operations, should act in close harmony with the Government. 

The subject, as already observed, acquires greater significance in the context 
of planning for development. There has, so far, been one resignation by a Gover¬ 
nor of the Reserve Bank of India. The suggestion that provision must be made 
for the publication of the advice of the Governor of the Reserve Bank in cases 
where the Government does not act in accordance with the advice of the Reserve 
Bank on matters like monetary policy and the value of the currency makes one 
feel that some honest differences of opinion might have prevailed between the 
Reserve Bank and the Government of India. The cordial relationship that has, 
generally speaking, so far existed between the two authorities is not automatic but 
is due to the conscious adjustment made by both parties®® on account of the fact 
that the Government may desire to introduce social changes as quickly as possible 
while the Bank may like to be cautious in its policies, thus giving rise to a conflict 
between them. 

The whole structure of the Reserve Bank administrative machinery is archaic. 
So far, the practice in India has been that of appointing Members of the Indian 
Civil Service (ICS) to the post of the Governor of the Bank. These officials are 
generally close associates of the Ministers. It is quite likely that they may have 
received favours from the Ministers; and it is not unlikely that, even after 
retirement, they may think of taking the help of these Ministers. Thus, there 
may be rich rewards for kowtowing to the political authorities in power. So, 
the question arises as to whether the Governors of the Bank would boldly put 
forth their views and as to whether, even if they have the courage, they would 
speak against the wishes of the Government. 

Fiu-ther, the practice of appointing members of the ICS to the exalted office of 
the Governor may, generally speaking, raise the issue as to whether all ICS 
officers would be able to manage the affairs of the Reserve Bank efficiently and 
properly. The hegemony of this heaven-bom class in the topmost executive 
position in the Reserve Bank administration is complete and almost unshakable. 
It is no doubt true that the ICS cadre consists of very eminent and talented per¬ 
sons: but the question also arises as to whether ICS officers have the ability to 
successfully administer the banking system and as to whether their lack of ade¬ 
quate knowledge of banking affairs may not act as a handicap. 

A number of ind\istriabsts and businessmen have been nominated as the 
directors of the Reserve Bank. This further raises the question as to whether 

»* Speech by Mr H. V. R. lengar on January 23, 1962, in Bombay on "Relationship 
between the Government and the Reserve Bank**« 
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these directors would freely express their views without fear or favour as they may 
expect concessions from the Government in the form of permits, licences and 
quotas. In India the Government has greater control over economic matters 
than in other countries in view of planning for development. Hence it may not 
be possible for such members of the Board who are drawn from industry and 
commerce to freely express their views even though they may be actuated by 
the highest sense of duty. 

Of late a number of professionals have been nominated to the Board of 
Directors of the Bank; professionals who need not depend on Government 
favours, who will be able to give expression to their views freely. This is a healthy 
trend. It should, however, be recognised that the maintenance of the indepen¬ 
dence of the Board cannot be assumed to arise automatically from its structure; 
it must continue to be consciously nurtured and welcomed. 

There are four subjects over which there may be disagreement bet^vecn the 
Reserve Bank of India and the Government. They are the interest rate policy, 
the volume of accommodation to be given to the Government (deficit financing), 
the manner of handling substandard banks, and policy in regard to accommo¬ 
dation to cooperative institutions.®* 

The rate of interest is the price to be paid for obtaining capital. Since the 
demand for capital is great in a developing economy savings can be attracted 
for investment only through an increase in the rates of interest. But the Govern¬ 
ment, which borrows money for developmental purposes, may like to maintain 
low rates of Interest so that they can borrow cheaply. The pursuit of a dieap 
money policy may, however, lead to a fall in savings. Therefore, a conflict 
may arise between the Reserve Bank of India which may favour a rise in the rates 
of interest and the Government which would favour a low rate of interest. 

The Reserve Bank should always be careful and alert and keep a close watch 
over the situation in the economy caused by deficit financing; whenever it feels 
that deficit financing is undertaken excessively, it should not hesitate to bring die 
matter to the notice of the Government and offer its advice. Thus, there may, 
on occasions, be some difference of opinion between the Reserve Bank advocat¬ 
ing caution in deficit financing and the Government whicli may resort to 
excessive deficit financing to meet its requirements. 

The question of amalgamations of banks has assumed great significance during 
recent years. The most important objective in undertaking amalgamations is to 
strengthen the banking structure and consolidate the banking system (see Chap¬ 
ter 12). Here again, a conflict may arise between the Government and the 
Reserve Bank. The Government may be subjected to pressures from a number of 
quarters, including political circles, and they would also have to consider the 
desires and the preferences of the local public. But the Reserve Bank would 
attach importance only to two criteria: the efficiency of working and the ease 
and speed with which amalgamations can be carried through. The Government 
may feel that the attitude of the Reserve Bank towards the cooperative move¬ 
ments is too conservative and that it can afford to take greater risks, while the 


*♦ lengar, H. V. R., op. cit., pp. 290-295. 
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Reserve Bank may desire to follow a cautious policy in the development of 
cooperatives. It may, however, be observed that the differences are likely to be 
more frequent on the raising of interest rate and deficit financing than in the 
matter of financing cooperatives or promoting amalgamations. 

Recent appointees to the Board of the Reserve Bank of India have been select¬ 
ed primarily on political grounds, rather than on the basis of banking experience. 
The record of achievement of the Central Board in regard to policy is not such as 
to inspire confidence in tlieir judgement. Some observers believe that the struc- 
tui'e of the Bank is dangerously anachronistic because it does not allow demo¬ 
cratic processes to operate in the area of monetary policy. Just as in other fields 
of policy that embrace sharp cleavages of opinion,the democratic process must 
include three political procedures. The majority opinion must have the facility 
for getting its will into action. Minority opinions must have the right of criticism 
and challenge, and the right of succession to decision-making power if their 
challenges cannot be denied by the erstwhile majority.®^ 

As matters stand now the Reserve Bank is subject to none of this machinery 
in its policy op>erations. It was meant wo/to be so subject. It is always influenced 
by the strongest political consideration rather than purely economic views. 
A substantial measure of Government participation in the appointment of the 
Governor, Deputy Governors and Directors is to be observed in the central bank¬ 
ing statute of India. The most important provision of the Reserve Bank (Transfer 
to Public Ownership) Act, 1948, relates to management. The relevant clause 
follows closely the corresponding clause (4(1) and (2)) of the Bank of England 
Act, 1946. Under tlie clause the Central Government may, from time to time, 
give such directions to the Reserve Bank as it considers necessary in the public 
interest after consultation with the Governor of the Bank. Subject to any such 
directions, the general superintendence and direction of the affairs and business 
of tire Bank has been vested in a Central Board of Directors. This Central Board 
consists of the following directors: 

(a) a Governor and four Deputy Governors to be appointed by the Central 
Government (Section 8(1) (a) of the Reserve Bank of India Act, 1934), 

(b) four Directors to be nominated by the Central Government, one from 
each of the four Local Boards as constituted by Section 8(l)(b), 

(c) ten Directors to be nominated by the Central Government (Section 8(1) 
(c)), and 

(d) one Grovernment official to be nominated by the Central Government 
(Section 8(l)(d) of Act). 

The provision for the last named Director is a remarkable contrast to the 
Bank of England Act, 1946, where under Section 4, Schedule I a person will be 
disqualified as a director if he serves a Government department. The Governor 
and a Deputy Governor shall hold office for such term, not exceeding five 
years, as the Central Government may fix when appointing tliem, and shall be 
eligible for reappointment. A Director nominated under clauses (b) and (c) of 

cf. Timbcriakc, Jr.’s paper on “Politics, Econonusts and the Central Bank”, WEJt VoL IV, 
No. 3, Summer, 1966, pp. 281-296. 
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subsection (1) shall hold office for a period of four years. A Director nominated 
imderclatise (d) of subsection (1) shall hold office during the pleasure of the 
Central Government. 

The short-term appointment of the Governor of the Reserve Bank in May 1975 
aroused a lot of criticism. In order to ensure efficiency in the Bank’s functioning 
some broad principles must be kept in mind in making the top appointments. 
The Government must cast its net far and wide in recruiting people to the top 
position and at the same time there must also be reasonable opportunity for the 
staff of the Bank to rise to the highest and second highest positions in it. Past 
experience indicates that adequate attention has not been paid in selecting 
persons to occupy the exalted position of the Governor. Generally speaking, the 
appointment seems to be of an hoc character. There should not be any rigid 
stipulation regarding the Governor’s academic background though knowledge 
of banking and finance will be a great asset. Likewise, it is not necessary to select 
only Government officials for the Governorship. The appointee must have ad¬ 
ministrative experience, but this need not be in the Central or State Government 
only; it could be elsewhere too. While direct appointments would naturally have 
to be made to the Governorship, now and then a Deputy Governor should be 
promoted, not on the basis of seniority based on the date of becoming a Deputy 
Governor, but capability. Young and competent Deputy Governors should tlien 
be available from time to time to fill the post of the Governor. In the Bank’s 
forty-year history only two Deputy Governors have become Governors.^ 
Similarly in the case of Deputy Governors, the Government should follow a 
conscious policy of looking far afield. In the case of the appointment of the 
Governor there may be a certain hesitation on the part of the Government to 
select outsiders but there should be no hesitation in the matter of tlie appoint¬ 
ment of Deputy Governors. The country has tremendous talent and it is the 
responsibility of the Government to locate it and use it fully. The country needs 
competent but relatively young Governors and Deputy Governors who have 
some incentive to show good performance in the Bank rather than coming there 
as tired or retired people.** 

Nothing is gained by the traditional view that the ‘right’ answers to policy 
questions are purely ‘scientific’ and free of normative opinion. If anything, the 
diversity of opinions on monetary policy amongst economists becomes greater 
as times passes.*® The economists and politicians are guided by so many con¬ 
flicting considerations that they can hardly agree on any definite policy decision; 
instances abound when central banks have sadly endeavoured to dissuade 
inexperienced politicans from dangerous policies.®^ As already stated, the former 

*• The first appointment was that of Sir James Taylor, the second Governor of the Bank 
and next appointment was that of his successor, Mr C. D. Deshmukh. 

"Sinha, S. L. N., Management of the Reserve Bank of India, Institute for Financial 
Management and Research, Madras, 1975. 

Sec for example, the answers economists gave to the Economic Policy Questionnaire in 
'Tabulatim oj Rtplics SubmitUd to tht Sub^CommitUt on Economic Stobilitation*, 85th Coi^css 
2nd Session (Washington, D.C., 1959). 

•* Plumptre, A. F. W., op. cit., p. vii. 
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generally take fuller account of the longer-term implications of their decisions 
while the others tend to regard the problems in a short-term context. The cruel 
dilemma in India s planned economy is that political pressures lead to the 
undertaking of Plan tasks which look innocuous and even highly justifiable but 
which, with the available levels of administrative competence, are incapable 
of implementation.** In policy manoeuvres of any kind economists are at a 
disadvantage among lawyer-politicans. Jacob Viner** stated truly that “Poli¬ 
ticians are experts in tracing one kind of repercussion, the political. But they are 
indisposed to take account of economic repercussions.” The economist, on the 
other hand, is handicapped by inadequate knowledge of legal niceties and of 
actions that arc administratively feasible. 

The weakness of the present central banking structure is obvious. The Reserve 
Bank of India is independent by law but in fact subsidiary to the Grovemment. 
Howard R. Bowen** suggested some years ago that the economist should “enlarge 
the scope of his studies to include systematic analysis of political consideration”. 
Most economists probably have had no more than just a smattering of political 
science or jurisprudence. However, in applying political principles to monetary 
policy, many seem to have envisaged a sanctified place for the instrument of that 
policy, as though monetary policy were above the political smut that is a part 
of other policy spheres. As Anthony Downs remarked: “Economists have been 
content to discuss Government action as though Gk)vernments were run by per¬ 
fect altruists whose only motive was to maximize social welfare”.** Downs* 
criticism has been specially apparent in discussions of monetary policy, probably 
because the original central banking institution was organised on a limited and 
subordinate basis. Its evolution to a larger order of policy-making potential has 
been obfuscated, subsequently, by the first precept of abstinence from politic*. 
Yet economists have not suffered by comparison with political scientists in anedy- 
sing the political economy of central banking. A few economists who have dealt 
with this problem recognised its manifestations at an early date and treated it 
with rigour and thoroughness. Their principal shortcoming has been their in¬ 
ability to persuade most of their colleagues that a responsive and responsible 
policy-making institution in an area of intense controversy can no longer be 
independent of politics. 

The conclusion is, therefore, that the day of the politically independent central 
bank supreme over monetary policy has passed.** As in the USA, it is 
unfortunate that the financial authorities and thinkers in India also had 
been governed by faddism and special political interest, while economists 


** Deshmukh, C. D., loc. cit., p. 9. 

** American Economic Review, January 1940, p. 5. 

Bowen, Howard R., “United States Monetary Policy—Discussion”, AER, May 1952 (Pro- 
ceetlings), p. 264. 

" Downs, Anthony, “An Economic Theory of Political Action in a Dcmocracv ” IPE 
February 1957, p. 150. 

*• cf. Simmons, E. C., “Treasury Deposits and Excess Reserves”, Journal of PolitUol Economy, 
June 1940, p. 339. 
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had been lax in pursuing improvements in the system.®’ 

The Reserve Bank of India continues to be India’s central bank in the sense 
that it uses the tools of bank rate variation and open market operation along with 
other techniques of monetary control. These instruments have not only been 
hampered in operations by Government intervention and activities but the 
balance of power in monetary authority seems to have been removed from the 
Reserve Bank of India to the Finance Ministry. The Policy Board in the Bank 
appears to be owned and dominated by the Government. Government prepon¬ 
derance is also seen in the fields of money, credit, and bank supervision. 

The entire inquiry into the Reserve Bank’s relationship with the Government 
presents indications that the principles of democratic India demand a greater 
degree of autonomy for the Reserve Bank. The wide impact of growing debt on 
the Indian economy in the planning era not only suggests the desirability of 
harmonious cooperation with the Government but also presents a case for the 
utilisation of debt management as a stabilising device. All these have to be 
secured through some institutional arrangement and proper coordination of 
policies between the Government and a really autonomous Reserve Bank. 


H. Parker WUlh bewailed the course central banking had followed since the inception of 
the Federal Reserve System. See hU penetrating analysis “The Banking Act of 1933—An 
Appraisal", American Economic Review, March 1934 (Proceedings) p. 101. 
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Concluding Observations 


Our investigation shows that all the world over central bankers have been 
playing a very crucial role in stimulating the growth of the national economy. 
A central banker’s role, particularly in the less developed countries, is to foster 
the growth of banks and other developmental financial institutions and facilitate 
their work through maintaining conditions in the economy conducive to invest¬ 
ment. Indeed, in the underdeveloped countries which arc chronically short of 
capital, a great deal of the effort of the central banker may be devoted to 
improving the structure of financial institutions and financial markets so that the 
maximum amount of domestic savings may be mobilised and channelised for 
economically constructive purposes, thereby reducing the pressures for in¬ 
flationary financing of development. 

Tlie goals of a country’s economic policy provide the context for the function¬ 
ing of a central bank. A central bank, thus, is not wholly free to pursue an 
independent course. The central banker’s role is not that of a free agent. His 
task is to adjust to the broad aims of economic policy as adopted by his country. 
On the other hand, no arm of the Government is free to determine objectives 
and pursue them in defiance of the ultimate necessities imposed by monetary 
discipline. The precise nature of a central bank’s relationship with the banking 
system depends on the matrix of economic and environmental conditions in 
which it has to work, and the type of responsibilities with which it is endowed. 
There is neither a ‘standard pattern’ nor a imiversal technique of central bank¬ 
ing; each case—in whichever country or period—is a special problem. There 
is no single ‘code of eternal rules’ to be followed. 

The economic system is a part of the social system and all aspects of change 
and growth are but a part of a global social process. The role of the Reserve 
Bank can, at no point of time, be viewed in static terms. The personality of the 
Reserve Bank is expected to assume new dimensions in the changing socio¬ 
economic climate which throws up fresh challenges necessitating new policies 
to promote the basic objectives of planning for economic development. No 
standardised form of central banking practices can be evolved, but diversifica¬ 
tions and sophistications will evolve and emerge according to the individual 
needs of the economy. 
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Althotigh the exact wording between the statute of one central bank and 
another may differ, the maintenance of monetary stability through regulation 
of the coimtry’s currency and credit system, is the basic responsibility with which 
all the central banks are charged. The central banks both old and young, in 
developed and underdeveloped economies, in independent and newly 
emergent* territories, are now regarded primarily as potential development 
agencies. In some statutes the broad objectives of economic policy, suh as sound 
economic development or maintenance of hill employment, arc specifically 
incorporated. “The promotion of the full development of the productive 
resources of Ceylon”, “promoting a rising level of production, employment and 
real income in the Philippines”, “fuller utilisation of the resources of Pakistan”— 
these are, among others, important objectives of the respective central banks 
as embodied in their statutes. Even where this has not been done a central 
banker today has to keep such objectives consciously before him all die time. 
This widening of the scope of responsibility of a central banker, whether 
explicit or implicit, has made his task much more difficult than in the past. 
The maintenance of monetary stability is, now, not an objective to be pursued 
for its own sake but only for the contribution that it can make to attain the 
overall objectives. There is, however, a certain degree of incompatibility 
between monetary stability and these overall objectives. Too much of the 
former stifles the progress towards the latter; while too rapid a pursuit of the 
latter endangers the former and becomes in the process self-defeating as it then 
hinders the progress in attaining these wider objectives. A central bank has, 
therefore, to strike a balance between the two and evolve a policy that ensures 
maximum progress in an atmosphere of stability. In addition, quite a large 
number of central banks have the responsibility of developing appropriate types 
of credit mechanisms to cater to the needs of certain vital sectors of the economy 
while administering banking legislation with a view to protecting the interesu 
of depositors and regulating exchange control. In die absence of a central 
bank, a country’s monetary system suffers from certain rigidities. The central 
banker must not remain content to cling steadfastly to traditional techniques. 
On the contrary, to tise an expression of Professor Sayers, he must be quick 
enough to adjust his methods to the “shape of the constantly changing financial 
haoits”. 

On the one hand, the central bank is the ultimate source of liquidity in a 
country, and on the other, it possesses a niunber of devices to control and direct 
the flow of funds to the desired channels. Apart from the discharge of its basic 
functions, the central bank acts as adviser to the Government on monetary and 
banking matters and mainuins liaison between the Government and the 
banking and financial institutions in order to explain the problems of each to 
the other in working out appropriate solutions to diem, and through such 
action facilitates attainment of its basic objective—stimulation of die growdi 
of the economy. A central banker has to spell out the reasons behind die 
monetary policy actually pursued and to explain the implications of the 
measures taken. Here his pedagogic task is of great importance. There is a 
need for meaningful discussions of current business trends at home and abroad 
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and of the functioning of the money and capital markets as well as their 
improvement. 

The Government of India, like that of many other developing nations, has 
been, and continues to be, anxious to embark on accelerated development plans 
in order to reach the stage of ‘drive to maturity’ within the shortest possible 
time. A central bank necessarily functions within the freedom and limitations 
set by the current economic philosophy of the country. If the dominant 
problem in a country is one of planned development, as in India, and the efforts 
of the whole country are directed towards the national resources so as to optimise 
the rate of development, there arises a new measure of judgment in the objectives 
of the central banker—the necessity for augmenting credit facilities and giving 
a purposive direction to credit. The development of this new angle is likely to 
lead the central bank to reformulate the monetary policy in a way which would 
encourage the flow of credit into desired directions without necessarily bringmg 
about a contraction of the total quantum of credit. The central banking policy 
has, therefore, firstly to adjust itself to the framework of development plans. 
Once the size of the Five Year Plan is determined the Government has to resort 
to the svell-known method of deficit financing through the creation of centr^ 
bank credit because of the limited resources. This method of financing is 
inflationary in character. Consequently, to keep inflaUon within ‘safe limits’ 
the Reserve Bank has been called upon to play the role of a ‘controUer of 
inflation’. Thus, with slight modifications, Senator Douglas’s analogy has become 
applicable to the case of the Reserve Bank of India. The task of trying to check 
inflation, while extending credit, will be as futile as trying to mop up the over¬ 
flow from a bucket under a nmning tap with a pocket handkerchief, 
Reserve Bank of India has thus necessarily to function within the conditions 
created in the effort to execute the Plans. The above factors, as we have seen, 
characterise the role of the Reserve Bank in the economic development of India. 

Tlie primary responsibflity of the monetary authorities of a developing 
country, as^in India, is to reduce the pressure of monetary demand without 
hampering production, so as to help maintain the predetermined pace of deve¬ 
lopment. It follows that an attempt to provide adequate finance for encouraging 
production on the one hand, and to control the inflation generated through 
deficit financing on the other, makes the task of the central bank all the more 
difficult. Nevertheless, the nature of the problem of the development of India, 
at least in the initial stages, is such that aiming at one of the above objectives 
at the cost of the other would only be self-defeating. Consequently, the monetary 
policy has necessarily to assume this dual responsibility. 

This concept of dual responsibility is essential to the understanding of the role 
of the Reserve Bank. When India launched her First Five Year Plan, the Reserve 
Bank began to operate on a new concept of its promotional and developmental 
role which implied the promotion and development of monetary, banking 
and financial institutions in a planned economy. This conception of a pro¬ 
motional role was very different from the accepted functions of central 
banking. Besides, this role was frequently in conflict with its traditional regu¬ 
latory role of controlling the inflation that was generated in the economy as a 
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result of deficit financing. However, the Reserve Bank’s promotional role was 
so essential in the case of India that it had to be pursued with enthusiasm. 
Simultaneously, with the acceptance by the Government of India of the concept 
of developmental planning, the monetary authorities were obliged to keep 
inflationary pressures under effective control. Ostensibly, therefore, the success 
of the monetary measures depended not only upon the ingenuity with which the 
policy was formulated but also upon the development of financial institutions 
within the framework of which the authorities had to function. It is, therefore, 
appropriate to conclude that from the inception of tlie First Five Year Plan 
it became essential for the Reserve Bank of India to deviate from the norm; 
along with the normal central banking functions of credit regulation, the Bank 
devoted an equal amount of energy towards the development of credit institu¬ 
tions and practices. 

This new concept of central banking, regulatory as well as developmental, 
often posed a thorny problem owing to the conflict that often arises between 
the short-term and long-term objectives of central banking policy in the growth 
phase of a developing nation. The conflict cannot be resolved by the sacrifice 
of one fimetion in favour of the other. For, if through undue caution the Bank 
withheld legitimate credit for agricultural and industrial production, these sec¬ 
tors might never develop. In the ultimate analysis, therefore, the Bank could 
not help but endeavour to bring about a reconciliation between the two 
equally important aspects of its role; its promotional role of developing new 
institutions and helping certain segments of economy in acquiring requisite 
credit, and its regulatory role as the controller of credit expansion in the economy. 

The Reserve Bank has been criticised for getting actively involved in develop¬ 
ment fxmetions on the grounds that it would impair its efficiency as a central 
banker. Its diversified activities in the development of financial institutions tend 
to make it a monolithic organisation with all tlie demerits associated with 
bigness. The Bank has, along with the Government, initiated the development 
of a number of term-lending institutiorLS. It owns a full-fledged development 
bank and administers its business through a common board of directors.* It has 
recom^cted cooperative credit institutions and improved their working 
conditions. 'Fhrough its Industrial Finance Department (IFD) and Agricultural 
Credit Department (ACD) it advises the specialised financial institutions and 
cooperative banks respectively. It has strengthened and consolidated the bank¬ 
ing system of the country by virtue of the wide and extensive powers vested in 

it by the Banking Regulation Act, 1949. The promotional role is evident not only 
because it fills the vacuum in the credit structure but also because it creates a 
public sector in commercial banking. The creation of public sector banking 
began in July 1955, when the State Bank of India was born after the nationalisa¬ 
tion of the Imperial Bank of India and culminated in the momentous decision 
to nationalise fourteen major Indian scheduled banks on July 19, 1969. This 
is indeed a rciMrkablc change in the Indian banking structure. This develop¬ 
ment has provided the Bank with an important instrument for widening tlie 
geographical as well as functional coverage of the Indian banking system. In the 

•A recent Icgulation dclinlu the IDBI from the Reterve Bank set up, sec p. 184andpp. 326-327. 
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postnationalisation period, there has been a new awakening in discharging the 
social responsibilities and obligations of the Bank. The banking system, under 
the guidance and supervision of the Reserve Bank, has been imbued with a 
socialistic consciousness, purpose, and direction. The range and variety of acti- 
vibes of the Indian central bank became quite different in the post-social control 
and nabonalisabon period. 

Apart from its promobonal and developmental acbvibes, a central bank 
contributes substantially to the exchequer. The Reserve Bank of India’s income, 
for instance, is derived from 

(i) interest on Ways and Means Advances to the State Governments, 

(ii) interest on Loans and Advances to the State Governments (other than 
Advances referred to at item (i) above and commercial and cooperabvc 
banks), 

(iii) interest on Rupee Securibes and discount on Rupee Treasury Bills, 

(iv) interest and discount on Foreign Securibes, Investments and Treasury 
Bills, 

(v) commission and profit or gain by exchange, etc. 

The Bank’s income has risen from Rs 3.82 crores in 1940-^1, to Rs 36.21 
crores in 1956-57 and Rs 52.22 crores at the end of June 1964. During the year 
1968-69 the Reserve Bank’s income, after making statutory and other provisions, 
amounted to Rs 99.35 crores as against Rs 92.92 crores in the previous year. 
This phenomenal rise in income is an indication of its various developmental 
acbvibes in a developing economy. The amount of net profits transferred to the 
Government has risen from Rs 2.62 crores in 1940-41 to Rs 30 crores in 1956-57 
and to Rs 40 crores (Rs 12.33 crores being expenditure) at the end of June 
1964. The net profit available for payment to the Central Government was 
Rs 70 crores in 1968-69 as against Rs 65 crores paid during 1967-68.^ During the 
period 1963-64to 1967-68, the Bank transferred its surplus of Rs 263 crores to the 
Central Government—a substanbal amount from any point of view. The 
net profit earned by the Bank during the same period amounts to Rs 413 crores. 
During the accounting year ended June 30, 1974, the Bank’s income, after m a k i n g 
adjustment for various provisions, amounted to Rs 310.48 crores as compared 
to an income of Rs 271.29 crores in 1972-73. The contribubons to Funds were 
Rs 115 crores during 1973-74 as against Rs 100 crores during 1972-73, Out of 
the balance of income amoimting to Rs 195.48 crores after allowing for total 
expenditure amoimting to Rs 50.48 crores during 1973-74 (as against the balance 
of income amounting to Rs 171.29 crores and expenditure of Rs 41.29 crores 
in 1972-73) the surplus of profit set aside for payment to the Central Government 
was Rs 145 crores in comparison with Rs 130 crores paid in 1972-73. TTie rise 
of Rs 39.19 crores (after deduebng interest paid to the scheduled banks on the 
additional average daUy balances maintained by them with the Reserve Bank) 
in the total income from the level of Rs 271.29 crores in 1972—73 to Rs 310.48 
crores in 1973-74 was largely due to (i) the interest earned on foreign balances 
and securities because of the higher rates of interest in the USA and Europe and 

> Rsportof Central Board of Directors toe 1969,Rescrve Bank of India. 
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an increase in the foreign exchange reserves during the year 1973-74; (ii) higher 
discounts earned on Treasury bills and an increase in commercial bills discounted 
for the scheduled banks \mder the Bill Market Scheme.® 

One of the objectives of monetary and credit policy in a planned economy 
is to ensure that the available financial resources are allocated among the 
different investing sectors in accordance with the priorities of the Plan. In 
addition to the resources over which monetary and financial institutions exercise 
control, there are, of course, resources lying with households, business houses 
and the Government. For an integrated investment control policy, the instru¬ 
ments of monetary control have to be supplemented by measures of fiscal control 
the use of which can also be regulated according to the objectives embodied 
in the Plan. 

An economy which is centrally planned by a totalitarian regime need not rely 
too much on monetary or fiscal control measures, since it can transfer resources 
from one use to another by decree. This sort of physical control over resources by 
the Government is unthinkable in a society which respects, in a large measure, 
the rights of private property and of private disposal of resources. However, 
the line between monetary and fiscal control on the one hand, and purely physi¬ 
cal control on the other, should not be too sharply drawn. Even totalitarian 
regimes rely, in many situations, on measures of monetary and fiscal control 
instead of taking recourse to ruthless decrees involving physical control. On 
the other hand, even in a so-called free economy some measures of physical 
control may have to be introduced from time to time if monetary and fiscal 
controls are ineffective in realising social objectives or if their unplementation 
involves a time lag which cannot be tolerated. 

Apart from rcsoiuces allocation, the instruments of monetai 7 policy are also 
likely to be used for setting the aggregate money income level of the community 
in a desirable relation to its real income. It is now well known that no simple 
relationship exists between the stock of money in a community and the general 
price level of goods and services. This crude Quantity Theory of the relation¬ 
ship between money and prices has now given place to the Income Theory of die 
price level which takes into account the level of money income over a period and 
considers it in relation to the real income of either the same or an adjacent period 
to discover the likely effect on the price level. An inflated money income level, 
in relation to the prevailing real income level is likely, sooner or later, to raise 
prices all-around while an unduly deflated money income level will produce 
all the symptoms of a depression, such as lower real incomes and prices. The 
responsibility of the makers of monetary policy is, indeed, great. If they fail 
to provide for an adequate money income level, they will check the springs of 
real income growth. In a planned economy this runs counter to the central pur¬ 
pose of planning. On the other hand, if they permit money income to attain a 
level which the growth of real incomes cannot match, tlicy may plunge the 
coimtry into headlong inflation which will itself diminish the chances of 

* Annual Report, 1973-74. Details of income of the Reserve Bank of India for the year 
ended June 30, 1975, are available in Appendix B, p. 342. 
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long period growth at the rate projected by the planners. An appropriate 
monetary policy can, by maintaining a correct balance between money income 
and real income growth, contribute appreciably to the effective implementa¬ 
tion of the Plan. 

It must be observed, however, that the supply of money may have to be 
augmented beyond the ‘safe’ limit imder certain special conditions. For instance, 
where there are idle resources and excess capacity, it may be necessary to increase 
money supply for the purpose of stimulating output. But this argument assumes 
the condition of a highly elastic output in the short run which is not to be 
generally witnessed in underdeveloped coimtries. Supplies in such economies 
are inelastic and monetary expansion may raise prices rather than output even 
though unemployed resources exist. The rate of growth of money supply, how¬ 
ever. must not fall short of that in real output, otherwise deflationary trends 
may set in. All this is well-illustrated in the price trends in the Indian economy 
during the Plan period. During tlie First Five Year Plan monetary imbalance 
was responsible for a price decline, the rate of growtli of money supply being out¬ 
paced by the rate of growth in real output. In tlie Second Plan, however, the 
rate of growth of real income fell so short of the expansion in monetary resources 
as to generate severe pressures on prices. During the Third Five Year Plan, 
and more so in the Fourth Plan, the imbalance between the two rates was 
even greater with the result tliat the pressure on prices was even more 
severe. 

The issue is whether monetary authorities in India should adopt a policy of 
monetary expansion in anticipation of real income growth or whether they 
should follow a cautious policy of monetary management issuing additional 
purchasing power only in response to the ascertained needs of the public. In 
favour of the former course there is the important argument that a policy of 
monetary expansion can put extra funds in the hands of the Government and 
private entrepreneurs who can utilise these funds to draw new productive 
resources into employment. Monetary expansion can thus serve as the prime 
mover in a process of general economic expansion. This argument is un¬ 
doubtedly valid in a situation in which there is considerable elasticity in the 
system of production and jjeople’s spending propensities do not run far ahead of 
the pace at wliich production increases. If, however, the situation is one in which 
production cannot reach higher levels within a short time because existing 
capacity is already fully used and, at the same time, people have a tendency to 
spend any extra income that comes to them, tlie monetary authorities should do 
well to follow a cautious policy regarding monetary expansion if they desire to 
maintain stability in the level of prices. Of course, if the rise in prices is moderate 
there need not be any undue concern about the future value of the monetary 
unit; people will adjust their expectations accordingly and will take for granted 
a slow erosion in tlie value of their savings. But if, at any time, their expecta¬ 
tions are violently upset, they may lose their poise. Appreliending that 
the value of money will sink continuously, they may indulge in orgies of 
spending, tlius aggravating the rise in prices which they would prefer to see 
ended. 
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In recent years circumstances have forced the monetary authorities to 
finance the Government’s developmental and other expenditure with an ex¬ 
panded supply of money. The response of the productive system to such 
expenditure has not been as speedy as would be desirable for economic stability 
and some price rise has, therefore, occurred in India as a result of too rapid 
monetary expansion, apart from the sectional rise in prices (e.g. prices in food- 
grains) brought about by periodical shortfalls in supply associated with natural 
factors. In future, the monetary authorities must t^e greater care to see that 
excessive price fluctuations are avoided, although it must be admitted that when 
the pace of expenditure is set by the fiscal authorities, the monetary authorities 

are, under present-day conditions, almost powerless to stem the tide of monetary 
expansion. 


The task that confronts India in the immediate future is to prevent the emer¬ 
gence of inflationary conditions in the economy. A central bank has to be 
constantly vigilant in this respect and its monetary policy has to be adjusted and 
readjusted as often as necessary towards maintaining stability of prices. The 
success of a central bank depends on how well its monetary policy dovetails 
into the economic and financial policies adopted by the Government. However, 
monetary poUcy can work successfully only in combination with fiscal policy! 
Monetary policy, together with fiscal policies, can assure that the growth of 
output will not be retarded by an inadequate growth of demand.® Even in 
developed countries such a complementary position cannot be eschewed except 
with fortunate results for the economy. In an underdeveloped country the 

nature of the economic 
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stress on the many other measures necessary for growth.* 

The regional disparity in the growth of Indian banking has recently attracted 
a good deal of attention. While the overall growth rates of banking after the 
nationalisation have been significant from the point of view of the number of 
branches, total deposits, and total bank credit, the various States have, fared 
differently with regard to the expansion of the scheduled banks. The predomi¬ 
nance of Maharashtra in tl\e banking world still remains a fact. There is a heavy 
concentration of deposits and advances in a few States, which follows inevitably 
from the concentration of industrial and commercial activity in the large cities. 
The more developed States received two times and a half more credit than the 
less developed ones from the public sector banks for the development of their 
priority sectors. Likewise, the share of total assistance granted by the develop¬ 
ment banks to the backward areas or districts in the more developed States seems 
to exceed that going to similar areas in the less developed States. Nevertheless, 
there are indications that gradually this discrimination would lessen. 

In this context, the need for having Regional Reserve Banks in India is 
stressed. In the USA, there are Regional Reserve Banks which cater to the 
requirements of the different regions; and the activities of these banks are 
coordinated by a monetary board kno^vn as the Federal Reserve Board which 
is at the apex. India is a vast country with many regions having their own 
peculiar characteristics; Regional Reserve Banks would be able to serve the 
requirements of these different regions much better than one central bank with 
branches in various places. The activities of the Regional Banks could be 
coordinated by a monetary board, as in the USA. As there are no such Regional 
Banks some States may have cause to complain that other States have excessive 
authority or too much influence in regard to financial matters. According to 
Professor R. S. Sayers® federal types of institutions in Government and for 
monetary management on the model of the system prevailing in the USA are 
required by countries like India having a large population especially when they 
are economically undeveloped or underdeveloped. 

In most of tile imdeveloped countries indigenous banking has been found 
to be wholly unorganised. The central banker in India will have to imder- 
take tlie important task of not only assisting the development of indigenous banks 
but also that of exercising a healthy influence on their conduct. A central bank 
can promote die growth of savings and a more efficient channelling of savings 
by developing banking and financial institutions and markets in rural India. 
The basic task in this regard is to promote the widest possible extension of 
banking facilities so tliat the savings of the people are mobilised to the fullest 
possible extent and the maximum number of financial tiansactions pass through 
an organised banking system. This extension of banking facilities w'ould mean 
that banking offices must cover the entire country geograpnically; socially 
tliey must cover ail strata of the population and functionally the various facets 
of the economy. 


* Ibid, p. 54. 

^ Sayers, R. S., Modem Banking, Oxford University Press, London, p. 296. 
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The innovation of a 'one-man office’ is a bold banking experiment in rural 
areas whicli, with ils threefold objectives of reducing the cost factor, providing 
banking services and mobilising deposits, will prove to be a contribution of real 
value to the promotion of rural banking in the country. The fusion of banking 
with the rural setting which is a complex of many sentiments, prejudices and 
suspicions, is urgently required if the banking sector is to make a positive 
contribution to economic growth. The measure of success in attaining the 
social objectives of economic planning in India can broadly be taken to be, in 
the ultimate analysis, the extent to which the benefits of a rising .standard of 
living and prosperity percolate to the people inhabiting ih semiurban and rural 
sectors of the country. A challenge exists and must be accepted: to forge a link 
between the pile-carpeted air-conditioned office of modern Indian banks and the 
mud-walled, thatched huts of the sun-scorched dung-dotted villages of India. 

^Vhile modern commercial banks have existed for more than a hundred years 
in India, the fact that not even 2 per cent of the population has had anything 
to do with them in the capacity of depositors or borrowers bears testimony to 
the relationship between the common man and banking. The expanding credit 
needs of the priority sectors like agriculture, small industries, exports, etc. of 
the economy call for vigorous efforts towards the mobilisation of savings and bank 
deposits constitute the most important form of savings. No doubt, the past few 
ycaiT) have witnessed a notable rise in deposits and the total deposits of sclieduled 
banks as a proportion of the monetary resources (cui rency plus deposits) now 
stand at 55 per cent as against 38 per cent in 1951. Even so, the proportion of 
currency remaining outside the banking system is VC 17 high by international 
standards. This is largely due to the inadequate growth of the banking habit and 
the fact tliat a large part of the rural areas are still untouched by commercial 
banks. There is no escape from the situation that unless the banks resort to 
aggressive marketing to augment deposit resources, the objectives of bank 
nationalisation will not be fulfilled. 

The various aspects of deposit mobilisation succinctly arc that: 

It was accepted dial the commercial banking industry will biMicfit greatly 
from the adoption of marketing concepts; 

Marketing is the discovery of what the customer wants and what he would 
need in future; 

Among customer-satisfying services the most decisive is the quality oI 
service; 


Banks should classify depositors according to sections and take intensive 
measures to market their services; 

Promotion of the banking habit by devising schemes to suit sub-markets 
and attract them by suitable media of publicity; 

T’he various techniques of banks are based essentially on the principles ol 
Mobility, Flexibility, Convenience, Reduction of Cash Drain, Automatic 
facilities and Special Inducements; 


Facilities imparting mobility were recognised as very important in deposit 
mobilisation from rural areas. Provision of conveyance facilities to tlie stafi 
ol rural branches was an important step in this direction' 
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^VhiIe one man offices served a useful purpose banks should work towards 
opening full-fledged branches in the rural parts to provide all the necessary 
services to the village population; 

The staff for the rural branches of the banks should be chosen from 
ambitious young people with enterprise; 

Banks should pool their experience regarding the various schemes tried out 
by them so that the successful ones could be identified and improved upon. 
The various schemes devised by commercial banks for deposit mobilisation 
revolve round the following fundamental principles: 

Mobility—which helps the banks to reach out to new sections of customers, 
e.g. Mobile Van Scheme, Mobile Bank Schemes, Itinerant Agents Scheme, 
Small Deposits Scheme, One-Man Offices, etc. 

Flexibility e.g., morning and evening branches, night depository services. 

Convenience to customers e.g., convenient location as in residcntal areas, 
shopping centre branches, etc. 

.Automatic facility e.g., In-Plant Scheme. 

Reduction of cash drain by offer of near-cash instruments, like travellers 
cheques, guaranteed cheques, etc. 

Special inducements to depositors, e.g. savings promotion campaign, 
savings weeks, etc. 

The efforts of banks should be directed to bringing into thJr fold a larger 
portion of the total money supply in the country. The nationalised banks can 
enter in agency arrangements so that they can draw’ on each other in times of 
need. In order to facilitate quick transfer of funds the feasibility of the Giro 
System should be explored by a small study group. 

.\ rational distribution of branches over a wider geographical region b 
imperative to correct the present imbalanced grow’th. Branch expansion on a 
large scale calls for careful planning of the manpow’er resources of the banking 
industry. 

The information system, so far, has been geared to generating information for 
transactional decisions. It is necessary that in the changed context information 
How be geared to decision making for purposes of planning, coordination, 
control, and evaluation of marketing policies. .A clear definition of the roles, 
r sponsibilities, and relauons within a banking organisation is a precondition 
for determining information requirements for effective deposit mobilisation 
strategy.^ 

I’lic rapid growth of commercial banks in titc counUy, coupled with Utc 
increasing complexity of banking functions, has rendered the decision-making 
task of a bank manager one of the most difficult imaginable. A banker today 
is required to make a host of decisions in a fast-changing environment about 
which very little concrete data arc readily available. It is not possible for 
him to improve ffie quality of his decisions without some external inputs in the 
form of tested principles and techniques. It is here that operations research can 

* Fur an excellent analysis see L)as, Tushar K.., (i) Operalioiis Reuaichfor Decision Making in 
Coiiiinerrial Banks, NIBM, Bombay, 1972; (ii) Deposit Mobilisatm, National Institute of Bank 
Managcmcni, Bombay, 1970. 
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be of great assisunce as it has ilic appropriate approacli and mcUiods for Ijcitcr 
decision-making. 

Shuchman’ has stated that operations research promises to convert many 
complex problems to ordered patterns which can be analysed witli a vast 
variety of tools widely used in other disciplines. It promises, therefore, to 
give managers new insights into the fundamental nature ol problems to 
determine better solutions with greater speed and assurance. 

While enough potentiality of deposit mobilisation is evident, it is further 
pointed out that the huge developmental outlay in the Fifth Plan, rapid 
monetisation of the economy, the lowering of personal taxation, and the expected 
stabilisation of the prices of agricultural commodities arc the seeds for the 
growth of deposits. What is needed is a proper effort by the banking system to 
gear the machinery for it to be forceful enough to attain the purpose. A well- 
conceived programme of rural branch expansion, a well-knit frame of mobile 
banking, educative publicity and careful adaptation of procedures will tend to be 
strong motivating forces. Indeed, efficiency in mobilisation of deposit is the 
linchpin of the banking business. An important task of the central banker in 
an undeveloped money market is, thus, to bring more and more untapped 
rural areas within the orbit of the organised banking sector. 

Regarding the problems of rural credit some new requirements that remain 
relatively unfulfilled by the institutional structure arc a much larger demand lor 
credit, a shift towards long-term credit, and the need for providing credit for tlte 
small and less privileged cultivators. TIic need ol the small farmers and maiginal 
farmers is most urgent. One of the remedies lies in shifting the emphasis from 
land to produce, from property to production, and to link the prospect of larger 
credit to the promise of higher income from farm j>lans and projects. 

I'he growing threat to the whole system of cooperative credit is the intrusion oi 
politics into the business affairs of cooperatives as it seems impossible to keep 
them immune from politics. Politicalisation, it is feared, beyond a degree is 
bound to kill both process and system. 

'Fhe commercial banks need to come out of die hitherto conservative Ibid 
witli the active stimulus provided by the central monetary auUiority in mailers 
of bank credit. The credit squeeze that has recently made its impac t on bank 
credit seems to be neither conducive to a healthy economy nor wholesome foi 
economic expansion. What is necessary is not a conservative approach to bank 
credit but a breadth of vision and boldness of approach. And this requires 
considerable judgement and prudence in the application oi bank funds in different 
segments of economy to ensure development on an even keel. In the context of 
competitive demands lor bank funds, priority has got to be determined on a very 
pragmatic consideration of development projects and fields of investment. 
While the central planning authority will indicate tlie priority sectors, the 
stupendou.s responsibility of providing guidelines to the banking system in its 
credit operations rests squarely with the central monetary auUiority. 

’ Slmchinaii, At>c, lul., Scunttfu Deciiion Making in Bmiiiesi, Hull, Rineliari and Inc., 

New York, 1963, p. 9. 
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A liberal loan policy, however, calls for a judicious investment portfolio of the 
commercial banks to ensure availability of necessary funds to cater to the needs 
of credit. Seasonal variation in the Indian economy, a great fluctuating factor 
in investment pattern, is gradually lessening with tlie rise of industrial economy. 
Lately there is an evident swing of bank investments in medium-short securities, 
possibly in order to keep the liquidity in readiness to respond to the demand 
for bank funds in a developing economy. However, the statutory obligation of 
keeping a very high percentage of deposits in Government securities and non¬ 
yielding assets tends to tie the hands of commercial banks in the matter of 
extending larger credits as a substantial portion of deposits is left unutilised. 
\Miile it is emphasised tltat availability of adequate funds to the commercial 
banks needs to be ensured to meet the demands for credit, a reasonable check, 
however, on the pattern of operational behaviour has got to be maintained in 
order to protect bank funds against wanton waste and misapplication. Social 
gains should receive the topmost consideration from bank finance. The central 
bank can use selective controls, along with other Government measures, to divert 
savings and capital away from uses in which they will contribute less to economic 
growtli, toward uses in ^vhich tlieir contribution to growth ^^^ll be larger.® But 
experience in India shows that this weapon has been less effective than expected 
and the measures of the selective controls were honoured more in the breach 
than in observance. There is ample evidence to show that central banking orders 
were flouted for promotion of sectional interest and professional gains and not 
for overall advance of the national economy. Because of the absence of effective 
supervision of the end-use of credit and the possibility of circumvention through 
recourse to the unorganised money market, these controls suffer from some in- 
herent limitations. 

One of the defects of monetary policy is the existence of the tmorganised 
monetary sector and urgent steps arc necessary to correct the position as, other- 
^vise, weapons of the central bank would not only tend to be ineffective but would 
also be, in effect, discriminatory in character. Whereas the commercial banks 
are in the shackles of the regulatoiy processes of the central bank, the unorganis¬ 
ed sector being out of the orbit of tlic central banks’ direction and control can 
have its own sway and this feature has assumed alarming proportions. There 
are already some checks provided for in the recent regulatory measures but more 
stringent measures need to be introduced so that the regulatoiT directives become 
applicable to organised and unorganised sectors alike. The eventual integration 
oi‘ the organised and unorganised sectors, will make the money market sensitive 
and responsive to the monetary policy. It should be made clear to tlic un¬ 
organised agencies Uiat it would be in tlicir own interest, as well as tliat of the 
economv, to modernise their practices and methods. Viewed against tlie overall 
developmental needs of tlie economy, any step taken must not seek to eliminate 
^a'^suming that is possible) tlicsc agencies. As some elements of the old institu¬ 
tions arc conducive to development, progress would be quicker if the develop¬ 
ment of new institutions supplemented the existing ones and even forged links 


» Cliandkr, L. op.cit., pp. .)3-.')4. 
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with the old ones. Around one third of the Indian economy is represented by the 
subsistence sector, where saving, investment, and other transactions are conducted 
without recourse to money. The size of the sector Is likely to shrink, although 
it is difficult to specify the rate of monetisation. Supplantation of the subsistence 
sector helps raise the growth of the economy. 

There should exist reasonable mobility of funds from one submarket to 
another. A movement in one sector should immediately affect the position of all 
others. The w'hole organisation of the money market should be an integrated 
structure. This sort of integration is ably brought out in Mr Sykes’s comparison 
of the London money market to a wheel, whose axle is the Bank of England, 
the hub of the wheel is represented by the joint stock banks, the spokes 
by the other banks of the country', the rim by the discount houses. In a highly 
integrated structure, when the central bank touches one spot in the market, the 
rest will react to the stimulus. Dr Sen rightly remarks that the whole of the 
money market is a single credit pool in which whenever the central bank flings 
a stone, the waves will gradually reach all shores.* 

The regulation of the access right of the banking system to the central bank 
credit vis-a-vis its liquidity position is an interesting study in the recent Ijanking 
trends of India. The upward trend of interest charged on the scales of borrowings 
unmistakably indicates the Reserve Bank of India’s growing concern about 
keeping the money supply within safe limits in order to curb tlie resultant adverse 
effect of inflation due to an excess of money. The persistent rise in credit expan¬ 
sion by resorting to increasing borrowings proves adequately that tlie quota-cum- 
slab system of lending policy had little effect on borrowings by the banking 
system. The deployment of a new controlling device was, therefore, called for 
by which the borrowing power of the bank was related to its net liquidity position. 
The more a bank borrows to lend to its customers, the more it has to pay to the 
Reserve Bank of India. At one time different banks will be paying different 
rates of interest depending on their individual liquidity position. It is, thus, 
designed to impose a restraint on heavy and prolonged use of such credit. By 
directly raising the borrowing rate and increasing the penalty implied in a higher 
liquidity ratio (from 28 per cent under the September 1964 Scheme to 39 per cent 
with effect from July 1974), the Reserve Bank of India further raised the cost of 
credit and regulated the access right of the banking system to the central bank. 
Despite such mea.surcs to regulate money supply and credit, an increasing 
trend of borrowings from the Reserve Bank of India went on unabated largely 
owing to the increasing demand for bank fund> in the wake of development 
under the planned economy. In fact, the Reserve Bank of India’s approach to 
the matter does not seem to be in keeping with the developmental tempo. The 
Reserve Bank of India should not only have introduced measures of control over 
the volume of money supply, but more importantly, should have kept a watch 
on the application of bank funds in really productive fields also. But this was sadly 
lacking. The recent trend, however, towards liberalisation of bank credit in the 
priority sectors, if properly cared for, will create a healthy banking business 


* Sen, op. cit., p. 21. 
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and a self-sustaining growth. The raising of the bank rate from 3.5 per cent in 
1951 gradually to 9 per cent in 1974 indicates the trend of making credit costlier 
step by step. It must, however, be observed that the bank rate forms only a small 
segment of the whole interest rate structure which regulates the flow of funds to 
different sectors. Even monetary commissions of international repute, like the 
Radcliffe Committee, have expressed their muced feelings regarding the poten¬ 
tiality of this instrument. The importance of the bank rate in the Indian 
economy is further whittled by the fact that it relates only to the borrowings of 
the scheduled banks from the Reserve Bank of India. To ensure that the flow 
of funds to different sectors v r to different uses is in accordance with the Plan 
objectives, this sphere of regulation has. necessarily, to encompass the whole 
structure of interest rates. 

A large number of development banks mushrooming in India all with 
duplicating functions and their ov'erlapping in the fields of industry and agri¬ 
culture to the utter neglect of rural economy is a disquieting trend. Disappoint¬ 
ment over the direction of growth of development banking is strongly felt as tltc 
impact on the quality of life of the rural sector has been marginal. The pre¬ 
dominance of the large-scale sector in the matter of getting financial assistance 
is another distressing fact which offends the concepts of social justice. The 
ICICI is significantly ahead, the IFCI mid-way and the IDBI last in the degree 
of assistance granted to the large indastrial sector in contributing to this injustice. 

The spectacular growth and development of financial institutions under the 
auspices of the Reserve Bank of India has added a new dimension to central 
banking theory and practice. The structure and functioning of a development 
bank must have the capacity to respond to new challenges witli innovative 
ability. The IDBI .should continue to function as an independent institution, 
immune from the shifting opportunistic pressures of competitive politics. 
The Reseiv'e Bank has in addition to the traditional role of a central bank 
branched out in new areas of activity. It is feared that a wide diversification 
in the developmental activities may lead to a sheer ‘dilution’ of the essence of 
central banking. As the economy grows more and more mature, the central 
bank, already overburdened, should shed its non-central banking functions 
and operate as a distinct institution. 

It is, therefore, but natural that the Reserve Bank of India wh’ch, at earlier 
stage of planned economy, had to assume a diversity of roles, should now 
gradually abandon its non-central banking functions and restrict itself to purely 
central banking business. The Reserve Bank, as the central bank, is primarily 
concerned with the control and regulation of the short-term money market 
whereas the principal objective of the IDBI is to supply long-term industrial 
finance. The restructured IDBI would now concentrate more on improving on 
its past performance in stimulating further industrial growth. Steps should be 
initiatied by the restructured Board to streamline and rationalise the organisational 
set-up with appropriate delegation and decentralisation of powers so that it 
can more actively involve itself in the rehabilitation of exiting industries 
and removal of regional imbalances. This vital institutional innovation- 
delinked from the Reserve Bank set-up—can now formulate policy decisions and 
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frame suitable guidelines for the administration of industrial loans independent 
of partisan politics and pressure groups. It is expected that the newly constituted 
IDBI—divorced from short-sighted political advantage—will usher in a ne\v 
era in the industrial structure of India. 

There seems to be little logic, particularly in an emerging economy, to 
shut out the commercial banks from the area of development finance earmark¬ 
ing the field only for the specialised institutions. It is an outmoded line of 
thinking inasmuch as the developing economy has a definite claim on bank 
finance. What is really necessary is active encouragement from tlie Reser\'e 
Bank of India to the commercial banking system to tread this hitherto forsaken 
track to bring about overall development; but some demarcation may be made 
as to the areas to be served by the development bank.s and the commercial 
banks. The gigantic, promotional projects which have inadequate security 
and a long gestation period may be served by the development banks by provid¬ 
ing development finance on a long and medium term basis. Development 
banks would be well advised to go in for long-term financing (for loaas abo\e 
10 years’ maturity) and where risks are far more commensurate with profit 
yield. The calculated risks of term loans up to 10 years ba.sed on adequate 
information, judgment, and analysis should, however, be borne by the commei- 
cial banks in the interest of the planned economic development of India. 
Development banking connotes not only financial a.ssistance but also initiative, 
skill, and technical opportunities to bring about an all-round development 
of national economy. There is, indeed, a cogent reason for opening up die deve¬ 
lopment areas to the commercial banking system of India. A more purposeful 
advent of commercial banks in term credits is bound to bring them into closer 
relationship with development banks. It will be helpful to both to have a 
mutual understanding about their respective operations. 

This is not to decry development banks altogether. In a developing economy 
the flow of financial assistance for economic development has to be routed 
through many channels and development banks constitute an important 
channel. Although development banks cannot lake the place of a healthy 
capital market, they can at least make some contribution to die growth of a 
capital market. Ihe general strategy for economic growth, fiscal and monetary 
policies, and the framework of the corporate law and other legislation concern¬ 
ing the investment market must all be .such as to create and sustain investors’ 
confidence so that savings may be generated in a big way and invested for 
economic growth. The entrepreneurs have an obligation to establish and 
manage enterprises efficiently and lionc'stly to inspire such confidence. In 
these matters, too, development banks can play a useful role. 

The export economy has got to be boosted up by lending the support of bank 
credit to strengthen the economic base of the country. The role of the Resei-vc 
Bank of India in export promotion has assumed added impoi tance in die 
context of greater emphasis laid on export growth. Export trade as a stimulator 
of investment and growdi can provide the less developed countries enough 
invcsUble resources for a self-sustained economy. In order to ensure that 
India is not dislodged from the export markets which she may liave some chance 
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of exploiting in the future, the Reserve Bank of India must examine seriously, 
at this stage, the question of making its refinancing terms suffidently attractive 
by falling in line with her counterparts in foreign countries. The emphasis 
on the expansion of export should be on the provision of larger export credits 
on better terms in order to achieve the expected level. 

The large reduction of the concessional rate of interest in respect of export 
finance, apart from the bank rate and other concessional rates, will impress 
the exporteiTj and the bankers as well as the public as a whole, that the Reserve 
Bank now takes a firm and decisive stand in promoting exports. The guidelines 
issued by it to the commercial banks in regard to their normal operational 
behaviour should be kept under continuou.s scrutiny to ensure that they do not 
constitute bottlenecks in the drive for export promotion. 

The Resen’e Bank may also take the initiative in holding periodical con¬ 
ferences in which persons interested in monetary, financial, and business 
problems can meet and exchange ideas. It would also be desirable if the Bank 
makes it a point to consider the advice of the commercial banks, cooperative 
banks,etc., before formulating policies; for, however talented the Central Board 
of Directors may be, it would profit by consulting others. Besides, it should 
have firsthand information about the problems and difficulties faced by the 
various credit institutions and the view's of the representatives of these institutions 
on monetary and financial problems. There are Advisory Councils in the 
other countries like Australia and Germany to give their views to the central 
bank on monetary' policies. In the USA, the banks are represented on the 
Federal Reserv’e Banks and the Open-Market Operations Committee of the 
Federal Reserve Board. In the UK also, there is provision for consultations 
Ijetween the Bank of England and the Icadii^ joint-stock banks. The central 
bank sliould, moreover, constantly strive to bring about simplification, uni¬ 
formity and standardisation in banking techniques and practices to facilitate 
expeditious and smooth financial operations p>ertaining to national and inter¬ 
national trade and commerce. 

The provisions of the Banking Regulation Act wdth regard to minimum 
adequacy of banks’ capital funds which were introduced in the pre-Plan period 
became outmoded w'ith the remarkable diversification of activities under the 
Plans and the vigorous expansion of both deposits and credits. The Act was 
amended requiring every bank to transfer 20 p>er cent of its profits to reserve 
even after it equals the paid-up capital (Section 17). A norm has been set up 
l)y tiic Reserve Bank of India that it may exempt a bank from the provision of 
tliis section if the ratio of paid-up capital and reserves reaches 6 per cent of the 
deposits. If this convention is practised in the right spirit, the regulation will 
improve the lone and efficiency of the banking system by strengthening the 
capital base of the banks. 

The specification of the percentage of net profit to be carried to the reserve 
fund until i reaches a stated ratio to capital is a notable feature of most banking 
legislation. The minimum proportion of net profit to be carried to reserves is 
found to range from 5 per cent in Turkey and Switzerland to 20 per 
cent in Norway. The provision of the Indian legislation, thus, seems 
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to be the most stringent of its kind \vith the exception of Nonvay. 

The fixed legal minima are hardly effective in promoting bank liquidity. 
That the composition of the liquid assets as envisaged in the Indian legislation 
is defective can be illustrated by reference to the position of the smaller banks 
and rural banks (suggested by the Banking Commission) whose advances are 
principally made for financing seasonal agiicultural operations. It is em¬ 
phasised that the capital-assets (realisable value and not balance sheet value 
of assets) standard which is being increasingly adopted in recent banking legi'<* 
lations is more scientific than the outmoded capital-deposits ratio. 

The 39 per cent liquidity requirement* of Indian banks is considered to be 
high particularly when demand for credit is growing. Tlie new liquidity re¬ 
quirements, it is feared, may result in depriving the developing sectors of the 
much needed bank finance. New legislation would compel the banking system 
to invest its resources in less productive Government securities, preventing 
expansion of credit to more productive sectors, which will offend the investment 
principle of growth economy. The time-honoured concept of liquidity loses 
much of its sanctity in a developing economy in which the solvency of the 
banking system becomes identical with the economic efficiency and .solvency 
of the Government itself. 

The overall domestic banking policy followed by France in the last few 
years consists of placing the element of competition and freedom at the service 
of the much needed economic expansion. Similarly, in ^Vc-st Germany also the 
central banking authorities removed fixation of advance and deposit rates 
for its banking system. The Bank of England, too, has hardly utilised the powers 
conferred on it under the Bank of England Act of 1946. Central banking 
authorities in India also should utilise, as far a.s possible, the interplay of fiei 
competitive forces to determine flow of credit to various clianncls. An element 
of competition between the private sector and public sector banks in India 
would perhaps make both the sectors efficient, progressive, and useful to society. 
However, the scope for readjustment in the existing patunn of credit distribution 
is limited. 

With the development of term lending by the commercial and cooperative 
banks and by the varioiLs specialised institutions for industrial finance, India 
has now a fairly well-articulated financial structure, capable oi responding 
more efficiently, if not fully, lo the growing demands of the developing economy. 
There arc still, it must be stressed, deficiencies and shortcomings to be ovci- 
comc. Nevertheless, it is significant that over Uic last 25 years ol planning, 
institutional finance has substantially replaced the old, traditional system ol 
money lending. The institutional developments sponsored or assisted by the 
Reserve Bank over the last 25 years of planning, the imposition of social con¬ 
trol, and nationalisation of banks have prepared the basis for the new orienta¬ 
tion that is being initiated in the direction of a more purposive and more 
concerted move towards bringing the whole economy within tlie ambit of modern 
banking services. 

•Tlie mechanum has been replaced in ihr 197.')-7b busy season credit policy. 
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Tliere is, however, urgent need for change in management responsibilities, 
social obligations, and attitudes of the central bank in the context of bank 
nationalisation. A central banker in the post-nationalisation period is not 
just a purveyor of funds, but an innovator of economic and social chaise in 
the altered economic perspective. For this he has to take a lot of initiative as 
well as larger risks than he was accustomed to take yesteryear. 

The quantitative aspects of the progress of public sector banks are significant. 
The fast rate of expansion of banks, both in the geographical sense and in terms 
of diversification of activities, requires some basic changes in organisation 
stmeture and decision making process, manpower requirements, training 
needs, methods and systems, procedures and practices, and above all in atti¬ 
tudes and aspirations. Credit dispensation is a delicate decision, for it is not 
easily amenable to standardisation, more so when ensuring repayment of 
credit dispensed is considered an essential part of credit decisions. This makes 
the task of bank management a difficult and complicated one which can only 
be achieved through ingenuity, innovativeness, and a high degree of risk 
bearing capacity. It is the understanding of this new qualitiative and positive 
content that nationalisation has imparted. 

CIredit dispensation has to be supervised to ensure end-use so that credit 
leads to an increase in the income of the recipient. Supervised credit dis¬ 
pensation presupposes the rendering of a high degree of noncredit assistance, 
(c.g. marketing of output, etc.) by the banker to his priority-sector borrower. 
I’hc new breed of banker required is one who is not only a credit dispenser, 
but one who must provide a wide range of noncredit services. To the extent 
that rendering such noncredit assistance can be institutionalised by agencies 
other than banks, the bankers’ task becomes easier. In quantitative terms the 
achievements of the public sector banks are inadequate in the context of the 
expectations and magnitude of the needs of society. Banks have achieved a 
considerable telescoping of time but it is not adequate. Continuous efforts have 
to be made to telescope time still further, while retaining the credit character 
of banks. The concept of bank lending, the method of loan appraisal, the 
emphasis on additional production rather than on the assets offered as security 
while sanctioning new loans or additional limits, etc. have brought about far- 
reaching qualitative changes. The rural branches fimetion as the nuclei, 
mobilising surplus funds generated in the rural areas and providing credit 
needed by the local community. The new approach to lending contributes to 
financial discipline among borrowers and reduces the scope for unproductive 
use of bank credit. VVhat is more remarkable is that the new process applies 
to all loan applicants—big industrialists and small enterpreneurs. Nationali¬ 
sation was designed to give the Government control over the ‘commanding 
heights’ of the banking system so that its resources could be deployed in a 
manner which subserves the larger good of the community. In this respect, 
credit provided to the Food Corporation of India to enable it to piuchase food- 
grains and distribute them more equitably, credit facilities to the oil companies, 
electricity boards and rural electricity corporations are verv' commendable 
serv'ices. 
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The deterioration in the quality of banking services since nationalisation 
has often been criticised. A choice between quantitative expansion and quali¬ 
tative efficiency became inevitable and, naturally, the fonner took precedence 
over the latter. The Reserve Bank has to appreciate that the complexion of 
the problem has changed beyond comprehension during the last six years. 
Meanwhile, efforts to gear up the administrative machinery’ of the banks to 
face the challenge should continue. The new style banking imposed much 
larger responsibility on bankers, including the central banker, just when they 
are inadequately equipped for this onerous task. It is no wonder that they 
become objects of criticism from borrowers as well as the general public. Hie 
question likely to be asked is whether there was any need at all for setting 
up rural banks, when the nationalised banks had already extended their 
activities to rural areas and also in view of the existence of cooperative 
banks. 

The entire programme of bank expansion in the country is likely to undergo 
substantial modifications following the establishment of regional rural banks. 
The Reserve Bank of India should institute a review of the present ‘lead bank’ 
programme and its branch licensing policy to avoid conflict with the growth 
and activities of the regional rural banks and the expansion of commercial 
banks into rural areas. The review will pave the way for the reallocation of 
‘lead bank’ responsibilities as well as the modification of the Reserve Bank's 
branch expansion policy. The experience of the regional rural banks sho^vs 
that the branches of the new rural banks were opened in the centres where 
the ‘lead banks’ had already prepared the grounds for opening new branches. 
With the rural bank emerging as the main farm credit agency of these areas 
the role of the ‘lead banks’ has become subsidiary. 

In a developing economy central banks can make a valuable contribution 
in their capacity as financial advisers and advisers on foreign exchange policy 
to their Government. Professor Sayers has emphasised this aspect of tlie role 
of the central bankers when he says that “they have been extremely useful 
as advisers on these matters and as the technicians who could convenient!)- 
undertake foreign exchange operations”.*® By virtue of their close and con¬ 
tinuous contact with the markets and by virtue of tlieir enterprise they are 
imdoubtcdly best qualified to advise the Government on all economic and 
financial issues. Again, it is the uninhibited advice of an impartial observer 
whose judgment is not warped by considerations of sectional or vested interests. 
The responsibility for this function has been specifically written down into Uic 
statutes of the central banks. The central bank must, however, be careful not 
to dabble in matters which might have political implications. It ought to con¬ 
fine its advice to financial and economic Issues on which it is qualified l)y 
virtue of its technical competence. 

The central banker, with his ‘wise leadership and high principled action’, 
should aim at securing the active and continuous cooperation of the commer¬ 
cial banking system and increasing this moral influence over other financial 


Sayers, R. S., loc. cit., p. 114. 
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institutions and the business community at large. Dr De Kock** had this to 
say on the subject : 

\Vith its leadership of the financial system well established and willingly 
accepted and its actions and warnings heeded by businessmen, because 
by experience they have found it to be in their interest to do so, the central 
bank has more than half its battle won. 

The affairs of central banks have to be managed efficiently and effectively 
as the operations of a central bank \itally affect the entire economy of the 
country; and it is here that the need for having well-trained and talented 
central bankers assumes great importance. In some countries which have 
undeveloped money markets such as Australia and South Africa, there have 
been able Governors who have had not only theoretical knowledge but also 
practical experience; and this has contributed to the success of central banking 
operations in those countries. 

Besides an able Governor the central bank should also have a number of 
talented officers; the departments of Banking Operations and Development, 
Agricultural Credit, Industrial Finance, and Research and Statistics must be 
specially manned by personnel of a very high calibre. Ultimately, the working 
of a central bank depends not merely on its Governor but also on the quality 
of the staft' working under him; and even a talented Governor may find it 
difficult to work the Bank efficiently if the officers under him are not quite up 
to the mark. 

It is felt that the Rcsci've Bank lacks manpower of the right quality and that 
much better conditions might have prevailed if there had been good and talented 
I>ersonncl managing its affairs. The task of finding and training adequate 
personnel to carry out successfully the operations of a modern central bank is 
now going to prove more Important than the search for any more new gadgets 
of control. 

The Fifth Plan is a much bigger one in size than the previous Plans and the 
Reser\'e Bank will probably have to face added responsibilities in tlie coming 
years to provide more funds to the Government either by means of loans and 
advances or investments. It may also have to take a greater interest in the 
development of banking facilities in order to mobilise resources and provide 
a larger volume of credit. 

’I'hc Rcsci've Bank has been in existence for about four decades; and during 
this period it has some achievements to its credit. It has provided tlie Union 
Government and the State Governments with the finances which they require 
for purposes ol development and has contributed to the development of sound 
banking in the country’. From the actual working of the Resei-ve Bank, there 
is justification for tlie claim that a new epioch of financial stability, banking 
refoi-m and extension and reorientation of the money market has been inaugurated 
Ijy it. In absolute terms the contribution of the Reserve Bank went up in 
Government credit and commercial credit and in building up foreign exchange 
assets during the Third and Fourth Plan periods. 


l)c Kock, loc. cit., p. 159. 
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The central bank of a country can be developed only gradually as is evidenced 
by the fact that it took more than two hundred years for the Bank of England 
to develop and reach its present position. Naturally, in India also, it would 
take a number of years for the Reserve Bank to develop fully, function effec¬ 
tively and attain eminence. An outstanding task for the Reserve Bank in the 
coming years remains one to promote die building up of a banking sti-ucture 
which is adequate in scope and range, with diversified enough foims of fin¬ 
ancing institutions to meet the various kinds of credit needs, and much more 
widely extended in geographical coverage to the rural hinterland of the counio' 
than it is today. 

An important addition to the range of central banking functions in the con¬ 
text of developing a modern banking system is in the field of banking educa¬ 
tion. The training of banking personnel represents investment in the building 
up of sound banking traditions as also investment in human capiul. 'I'hc 
investment in education is the beginning of a new tiend where the Reserv e 
Bank will extend its operations to other areas of social development. A certain 
percentage of profits from the nationalised banks may be set apart for sponsor¬ 
ing chairs at the Universities for conducting research work in money, banking 
and finance. In the course of its investigation, the Banking Commission found 
that the banking field has generally Ijeen neglected by research workers. I hc 
Commission itself sponsored a number of research projects and found the effort 
very useful. Environmental studies too have a direct bearing on banking 
and there has to l>c consunt liaison between research and education on banking 
proper and environmental research of a broader nature. It is emphasised again 
that with the increasing role of banking as an instrument lor planned economic 
development, appropriate steps need be taken to organise leseai ch in banking 
education. 

Most of the banks have instituted training iastitulions for their staff. It 
would not be incorrect to say that these training colleges of diffcrciu banks 
arc run as departments of the banks in a bureaucratic manner, riicre should 
be a free atmosphere in these institutions so that training and learning is en¬ 
couraged along with independent thinking on banking and allied problems, 
rhese institutioas ought to be given a fair measure of autonomy. I'he head 
ol such an institution should be a man of high academic eminence in die 
field with an established reputation as a resouiccful and successful teacher and 
an organiser in his subject. It is necessary to encourage independent thinking 
by tlic staff at the outset—at the .stage of training. It would lx; good if the 
officers of the bank arc encouraged to be in touch with current banking trends 
and developments by taking active part in discussions, seminars, and con¬ 
ferences connected witli banking and allied disciplines. This would give them 
a freshness of outlook and understanding useful in carrying out their duties. 
Unfortunately, because of their bureaucratic attitudes bank t)niccrs usually 
frown upon the idea of attending such discassions or seminars much less parti¬ 
cipating in them. It is pertinent to point out that in leccnt discussions on 
inflation, bank oflicei's showed mere formal courtesy to ariivc participants 
but avoided discussions for reasons bc.st known to themselves. Tlicie is 
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considerable scope for a continuous flow of new ideas in the development of 
banking in the country, as well as room for eliminating weak points by a 
continuous independent review of its activities. In a democracy public 
institutions should be open to public scrutiny and public criticism. 

The Indian institution, as compared to that of Ceylon or those of other 
underdeveloped countries, enjoys a greater degree of autonomy; yet its connec¬ 
tion with the Government seems closer than that warranted by the principles 
of democracy and freedom. Tlie Reserve Bank has been enjoying the lead it 
acquired as a spokesman on national monetary policy since 1947, but it has 
gained neither the independent status of the Federal Reserve System nor 
1 hat of the Bank of England from among the advanced democracies of the West. 
The Reserve Bank of India is only functionally responsible for policy decisions 
and its execution in the monetary field. The authority in policy formation 
virtually lies with tlie Government. Unlike the USA where “processes of policy 
determination arc surrounded with carefully devised safeguards against domi¬ 
nation by any special interest group,in India it appiears that not only policy 
ibrmation but even administration in tlie field of money and credit have been 
made subject to frequent Government intervention. In a totalitarian country 
which lias Government control over the entire economy, the existence of a 
central bank outside the Government is superfluous. But in the free world of 
democracy which combines Government control with private enterprise in 
its system, the separate entity of a central bank and division of monetai 7 
responsibilities betvk’cen the central bank and the Government are justified 
necessities. The very principle of democracy in India demands autonomy of 
(lie Reserve Bank and its stay outside the direct jurusdiction of tJic Government. 

The process of economic growth is a complex of political, social and institu- 
lional factors operating on the economy; and economic development is para¬ 
doxically not .so much the result of economic as of broadly political and social 
factors. The g^rowtli of population, political power and Centre-State relations, 
rural caste and community groupings, and tenant-landlord relationship have 
greater relevance to economic growth than investment-income relation indicates. 
The central bank, however, has little control over these noneconomic factoi*s. 
.Moreover, since 1967 the dangers of political polarisation and instability 
have become apparent in India. A Government which generally is not sure 
of its position, or feels unable out of weakness or lack of confidence to frame 
tlie right policies and is constrained only to do whatever is politically easy, 
is at best a weak Government. It becomes prey to the changing moods of 
Parliament and tries to be content with the least common denominator. The 
Grovcrnmenl’s ^^'eakness will also be exploited by different pressure groups in 
Parliament who might well iry to exert pressures to influence central banking 
policies in their own favour—no matter what the side effects might be. 

'Phe central banker today is a public servant as well as a banker. His role is 
to operate one of tlie instruments of public policy for tlic attainment of tlic 
economic objectives of the community. He does not have a separate set of 


*■ The Radclin'c Commiltcc, Memoranda of Evidence, Vol. 1, p. 294. 
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objectives of his own, though he must seek to influence the articulation of 
the community’s objectives and the combination of policies chosen to attain 
them. He must also seek to reconcile his own and his countr^'’s policies with 
those of the other members of the world community. With the introduction 
of the scheme of SDRs and the creation of international liquidity the seeds 
of the future world central bank have been sown. The attempts at international 
financial cooperation have, however, been largely palliatives. The requirements 
for an international central bank are technically simple yet politically for¬ 
midable. 

Policies imply politics and political processes. U'hc central bank as a policy 
agency must fit into the political structure and the task of ensuring tliis lies 
with professional economists. One interested in central banking policy must, 
therefore, be concerned with what the central bank is as a political institution 
as well as what it does in the area of monetary affairs. Independence of the 
central bank is within the Government and not of the Government. Inde¬ 
pendence in the discharge of functions depends upon the personality, courage, 
and wisdom of the Governor. Experience in both the developed and develop¬ 
ing countries has shown that ilie relationship between the Government and 
Uic central bank is very delicate and sensitive. There can be no set pattern of 
ideal relationship but it is imperative that in view of the development objectives, 
an amicable working relationship should exist and be continually evolved 
and maintained in the best interest of the economy. 

It is not surprising that the profession is full of interest but it is not free of 

uncertainty and anxiety. According to Professor Chandler, a t-niial banker 

will be a better citizen, if from the beginning he secs his prolession in its broad 

economic and social context and understands both the cfl'ccts of his own actions 

on the functioning of the economy and the effects of Government monetary 
and fiscal policies. ’ 


A central banker must take a long-term view, he must sound warnings and 
lake flexible action at times when inflationary dangers are still in a develop- 
lopmg sUge. In order to succeed the central banker must have the courage 
of his convictions and be prepared to take a firm stand, rhe role we want him 
to play adequately calls for the serenity to accept what <annot be ciianged 
tile courage to change what should not be accepted, and the wisdom to initiate 
a change that may be necessary in the long run. As Prolbjksor Chandler says- 
lo suie the.se general principles is easy. To translate them into s),et irH 
programmes and to implement those programmes will challenge the best 
minds and efforts of the world for years to come. 

In reality, the central banker in a strong position as tlic most powerlul man 
IS a rare and rather temporary phenomenon. More frequently, he feels loo 
weak to carry out his role vigorously, specially when he has insufficient in¬ 
dependence from the Government, when the monetaiy instruments available 
to him arc not strong enough, wlien his monetary measures are not backed 
by fiscal policy or even counlcracted by it, and when he feels alone because 

he docs not gel enough support from the public and the politicians who take 
a shorter view. 
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Aitliough the role of the central banker has become more demanding, it is 
of the utmost importance and will inevitably exercise more influence than it 
did earlier. There may be economic weaknesses in every economy that cannot 
possibly be cured by a wise monetaiy policy, but on the other hand healtliy 
economies can be impaired, not only by unfortunate central bank action, 
but also by a lack of action.^® In tlic words of Professor Chandler,** again, 
...inadequate monetary policy can seriously retard growth. On the otlier 
hand, even the most powerful monetary policies can never be a substitute 
for the many other economic and political measures necessary for growth. 


The Per Jacobsson Fowidaiion Lecture at Rome on November 9, 1966, “Commentary” by 
Mr Marcus Wallenberg, \’ice-Chairman of tiic Board, Stockholms Enskilda Bank. 
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Note ; The gold reserves of Issue Department arc valued at Rs 53.58 per 10 grains up to January 31, 1969, and at Rs 84.39 per 10 grams 
thereafter. 

* Including Government of India one rupee notes issued from July 1940. 

Source ; Reserve Bank of India Bulletin, July 1975. 
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APPENDIX A2. Reserve Bank of India {Contd.) 

Banking Department 


Liabilities 


Deposits 






Scheduled Scheduled 

Pfon- 



Other 

Last Fridayl 

Total 

Central 

Stale 

com¬ 

Stats 

Scheduled 

Other Others 

liabi¬ 

Friday 


Goot. 

GodIs^ 

mercial 

Coopera- 

State 

banks 

lities* 





banks 

tioe 

eoperotics 









banks 

banks 





8 

9 

10 

11 

12 

13 

14 

15 

16 

1960-61 

26,425 

7,646 

2,899 


7,085 


8,796 

22,139 

1965-66 

37,491 

5,144 

2,576 

9,977 

407 

2 

19,385 

34,928 

1969-70 

50,800 

16,764 

821 

16,411 

809 

57 

15 

15,924 

60,990 

1970-71 

55,304 

25,055 

1,337 

20,710 

933 

78 

26 

7,165 

68,867 

1971-72 

62,560 

21,486 

496 

28,134 

1,293 

89 

54 

11.009 

106,367 

1972-73 

45,322 

5,383 

1,679 

27,857 

1,730 

112 

45 

8,517 

119,849 

1973-74 

91,904 

14,047 

1,939 

60,970 

1,566 

134 

280 

12,968 

144,778 

1974-75 

186,182 

53,636 

519 

61,145 

1,753 

147 

90 

68,891 

161,389 

July, 1974 

121,613 

5,560 

1,294 

60,603 

1,948 

158 

62 

51,989 

139,997 

Feb. 1975 

133,081 

11,737 

259 

57,011 

1,576 

141 

110 

62,247 

178,246 

Mar. 1975 

186,182 

53,636 

519 

61,145 

1,753 

147 

90 

68,891 

161.389 

Apr. 1975 

137,874 

11,574 

1,078 

50,478 

1,979 

148 

55 

72,562 

180,428 

May, 1975 

140,370 

8,821 

692 

50,351 

1,519 

146 

83 

78,759 

186,025 

June, 1975 

142,656 

7,348 

793 

47,765 

2,626 

147 

114 

83,861 

193,991 

July 25, 1975 

171,035 

5,686 

914 

59,007 

1,698 

158 

61 

103,522 

182,097 


* Including (i) 

(«) 

(««) 

iio) 

iv) 


Paid-up Capital of Rs 5 crorcs, 

Reserve Fund of Rs 150 crores. 

National Agricultural Credit (Long-term Operations)Fund of Rs 334 crores, 
National Agricultural Credit (Stabilisation) Fund of Rs 140 crores and 
National Industrial Credit (Long-term Operations) Fund of Rs 390 crores. 
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Banking De p a rtm ent 
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Asitts 




Loans and Adoancts 



Total 

Notes 

Bala* 

Cm* 

State 

Sche¬ 

StaU 


Bills pujchastd 



tialnli- 

and 

nets 

Iral 

Govts.* 

duled 

coopera^ 

Others* 

and DissounUd 



tUsor 

coins 

held 

Govt. 


com¬ 

tioe 




Im/est- 

Other 

assets 


ab¬ 



mercial 

banks 


Inftr* 

Govern¬ 

mmls 

assets 



road* 



banks 



nal 

ment 












Trea¬ 












sury 












BUU 

1 

1 


17 

18 

19 


21 

22 

23 


25 

26 

27 

28 

46,564 

794 

1,324 


3. 

902 

18 

,550 


3,917 


1,982 

72,419 

2,493 

1,487 


21,121 

7,352 

16,585 

520 


5,301 

13,225 

4,334 

111,790 

2,351 

13,514 


21,198 

23,802 

27,551 

878 


6,192 


4,417 

124,171 

967 

7,701: 

— 

24,951 

36,837 

30,649 

3,393 

671 

3,138 


4,550 

168,927 

1,826 

18,217 

— 

62,520 

20,745 

32,326 

8,823 

4,180 

6,936 

8,732 

4,622 

165,171 

1,884 

20,437 


13,468 

13,845 

32,217 

13,047 

3,540 

9,692 

51,396 

5,646 

236,682 

3,321 

38,814 

— 

23,756 

40,852 

31,736 

19,688 

25,679 

14,175 

29,417 

9,246 

347,570 

4,203 

51,115 

— 

26,032 

47,272 

44,101 

35,937 

18,347 

65,517 

38,240 

16,807 

261,610 

4,884 

52,367 

— 

18,779 

24,690 

23,684 

27,212 

24,366 

27,538 

46,379 

11,712 

311,327 

3,658 

43,992 

— 

26,876 

18,739 

44,550 

34,199 

17,112 

45,939 

56,576 

19,686 

347,570 

4,203 

51,115 


26,032 

47,272 

44,101 

35,937 

18,347 

65,517 

38,240 

16,807 

318,302 

3,674 

51,099 

— 

42,225 

24,638 

38,633 

37,292 

16,732 

50,311 

36,052 

17,645 

326,395 

2,619 

45,361 

— 

46,284 

31,058 

37,228 

37,152 

13,813 

20,887 

64 289 

27,705 

336,647 

1,694 

42,903 

— 

43,307 

27,398 

35,881 

38,460 

13,211 

29,072 

68,443 

36,279 

353,132 

4,572 

42,358 

— 

21,443 

4,837 

35,490 

40,597 

9,866 

40,429 

116,885 

36,655 


'Includes Cash, Short>term Securities and Fixed Deposits from June 28, 1968. 

' Including temporary overdrafts to State Governments. 

'Includes loans and advances to 

(i) Industrial Development Bank of India from the National Industrial Credit 
(Long-term Operations) Fund with effect from the week ended January 1, 
1965 and 

(if) Agricultural Re6nance Corporation from the National Agricultural Credit, 
(Long-term Operations) Fund with effect from the week ended March 10 
1972. 

Source : Rosom Bank qf India Bulletin, July 1975. 
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APPENDIX B. Accounts and Other Matters 

During th^ accounting year ended June 30, 1975, the Reserve Bank’s income after making 
adjustment for various provisions, amounted to Rs 448.01 crores as compared with the last 
year’s income of Rs 310.48 crorcj. The details of the income from various sources arc as follows: 

(Amounts in crores of rupees) 


Items 


Tear 


1974-75 1973-74 


(i) Interest on Ways and Means Advances to State Governments 

(ii) Interest on Loans and advances to the State Governments (other 

13.01 

5.85 

than on Ways and Means Advances referred to at item (i) above) 
and Commercial and Cooperative Banks 

65.54 

34.88 

(iii) Interest on Rupee Securities and Discount on Rupee Treasury Bills 

(iv) Interest and Discount on Foreign Securities, Investments and 

290.35 

229.70 

Treasury Bills 

59.81 

42.11 

(v) Commission and profit or gain by exchange 

4.13 

6.65 

(vi) Otlicr income 

16.98 

8.83 


451.82 328.02 


Less ; Interest paid to the Scheduled banks on the additional average 

daily balances maintained by them with the Reserve Bank 3.81 17.54 

448.01 310.48 

Less: Transfers to Funds 220.00 115.00 

228.01 195.48 

Source; Annual Report and Trend and Progress of Banking in India, 1974-75, Reserve Bank of 
India. 

APPENDIX G. Trends in Money Supply and Monetary Resources (Annual) 

(Anujunis in crores of rupees) 


Outstanding at Uu end of June Varia- 



1973 

1974 

1974 

1973-74 

fions 


I 

2 

3 

4 

5 

A. Monetary Supply with the Public (14-2) 

9,962 

11,450 

12,175 

4-1,488 

(+14.9) 

+ 725 

(+6.3) 

1. Currency with the Public 

5,829 

6,603 

6,762 

+ 774 
(+13.3) 

+ 159 
(+2.4) 

2. Demand Deposit 

4,133 

4,847 

5,413 

+714 4-566 

(+17.3) (+11.7) 

B. Faclon affecting Money Supply Variations 
(1+2+3+4-5) 

1. Net Bank Credit to Government (a+b) 

8,416 

9 102 

10,491 

+686 

+ 

CD 

(a) Reserve Banks Net Credit to Govern- 

ment 

6,149 

6,570 

7,515 

+421 

+945 

(b) Other Banks’ Credit to Govt. 

2,268 

2,532 

2,976 

+264 

+444 

2. Bank Credit to Commercial Sector (a4-b)* 

7.580 

10,014 

11,242 

+2,134 

+ 1,228 

(a) Reserve Bank's Credit to Commercial 

Sector 

290 

652 

625 

+ 362 

- 27 





APPENDICFS 343 


Appendix C.— {Contd.) 

1 2 3 4 5 


(b) Other Bank’s Credit to Commercial 
Sector 

3. Net Foreign Exchange Assets of the Bank* 
Lng Sector 

4. Government’s Net Currency Liabilities to 
Public 

5. Non>Monetary Liabilities of Banking Sec¬ 
tor (a+b-l-c) 

(a) Time Deposits with Banks 

(b) Net Non-Monetary Liabilities of RBI 

(c) Residual 

C. Aggregate Monetary Resources [A-1-B5(a)] 


7,590 

9,362 

10,617 

+ 1,772 

+ L255 

601 

683 

310 

+ 71 

-362 

482 

521 

543 

+39 

+22 

7,409 

8,870 

10,411 

+ 1,450 

+ 1,552 

5,491 

6,459 

7,566 

+968 

+ 1,107 

1,143 

1,474 

1,955 

+331 

+481 

783 

926 

890 

+ 143 

-36 

15,455 

17,909 

19,741 

+2,454 

+ 1,832 


• Includes advances made to Public Sec».or enterprises and State Governments for commercial 
purposes. 

Source: Annual Rtport and Trend and Progress of Banking in India, 1974~75, Reserve Bank of 
India. 


APPENDIX D. Monetary Resources 


/fey Indicators Kry Ratios 


Tear 

(Juty-fune) 

Currency 

Bank 

Monty 

Supply 

Tvne Aggregate 
Deposits Monetary 
Resources 

Reserve 

Aion^ 

Currency 
to Mon^ 
Supply 

Currenry 
to Mone¬ 
tary 

Resources 

Outstanding as 







Average Ratios 

on last Friday 







(Per 

cent) 

(Rs crores) 









1971-72 

4,979 

3,544 

8,523 

4,476 

12,999 

5,604 

58.4 

38.3 

1972-73 

5,829 

4,133 

9,962 

5 491 

15 454 

0 

6,743 

58.5 

37.7 

1973-74 

6,603 

4,847 

11,450 

6,459 

17,909 

7,575 

57.7 

36.9 

1974-75* 

6,762 

5,413 

12,175 

7,566 

19,741 

7,656 

55.5 

34.3 

Increase over 







Marginal Ratios 

previous year 







(Per cent) 

(Rs crores) 









1971-72 

388 

673 

1,061 

816 

1,877 

570 

36.6 

20.7 

1972-73 

850 

589 

1,439 

1,015 

2,454 

1,139 

59.1 

34.6 

1973-74 

774 

714 

1,488 

968 

2,454 

841 

52.0 

31.5 

1974.75* 

159 

566 

725 

1,107 

1,832 

72 

21.9 

8.7 

Percentage 









variation over 









the year 









1971-72 

8.5 

23.4 

14.2 

22.3 

16.9 

11.3 



1972-73 

17.1 

16.6 

16.9 

22.7 

18.9 

20.3 



1973-74 

13.3 

17.3 

14.9 

17.6 

15.9 

12.5 



1974-75* 

2.4 

11.7 

6.3 

17.7 

10.2 

0.9 




* Including other deposits with RBI. * Provisional. 

Source: Annual Report and Trend and Progress <f Banking in India, 1974’75, Reserve Bank of 
India. 
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APPENDIX E. Number of Offices of Commercial Banks in ktdla 


As at the end of 

Scheduled commercial 
banks 

Nonscheduled commercial 
hanks 

All commercial 
banks 

yearlquarUr 

No. of banks 

No. of offices 

No. of banks No. of offices 

No. of banks 

No. of ojffices 


1 

2 

3 

4 

5 

6 

1960-61 

89 

4,166 

256 

827 

345 

4,993 

1965-66 

76 

6,041 

33 

234 

109 

SfLlS 

1969-70 

73 

9,167 

13 

185 

86 

9,352 

1970-71 

73 

11,393 

12 

148 

85 

11,541 

1971-72 

74 

13,208 

9 

101 

83 

13,309 

1972-73 

74 

14,912 

9 

112 

83 

15,024 

1973-74 

74 

16,581 

9 

119 

83 

16,700 

1974-75 

74 

18,250 

9 

133 

83 

18,383 

Quarter ended 
June 1974 

73 

16,814 

9 

122 

82 

16,936 

Sep. 1974 

74 

17,209 

9 

124 

83 

17,333 

Dec. 1974 

74 

18,050 

9 

130 

83 

18,180 

Mar., 1975 

74 

18,250 

9 

133 

83 

18,383 

June 1975 

74 

18,593 

9 

137 

83 

18,730 


Source: Resent Bank of India Bulletin, July 1975. 






Postscript 


A major departure in the announcement of the credit policy for the 1975-76 
busy season was the replacement of the mt liquidity ratio (NLR) system, which 
was the main plank around which were tied the refinance facilities of the 
Reserve Bank of India since September 1964 (see p. 49). Before the intro¬ 
duction of the new concept of NLR in September 1964, refinance was made 
available to eligible scheduled commercial banks through a system called the 
quota-cum-slab system (see p. 42). With a view to regulating both the cost and 
availability of Reserve Bank refinance more effectively in the present situation, 
the operation of the refinance facilities on the basis of the rut liquidity ratio system 
has been replaced by the following arrangements. 

i) To ensure that banks* recourse to the Reserve Bank is kept to the minimum 
both in terms of amount and duration of utilisation, refinancejrediscount facilitits 
were made even more discretionary than in the past. Bank will be entitled to a basic 
refinance limit equal to one per cent of demand and time liabilities as on tlie last 
Friday of September 1975, @ 10 per cent interest. This line of accommodation is 
for meeting banks’ unforeseen day-to-day clearing and other operational needs. 

ii) The refinance formula in regard to financing public food procurement 
operations will be readjusted as under: 

a) an amount equal to 50 per cent of the increase in outstanding public food 
procurement credit between Rs 450 crores and Rs 600 crorcs, which will 
give the banks a refinance entitlement of Rs 75 crores; and 

b) full refinance in respect of increase in public food procurement credit 
over an outstanding level of Rs 600 crores with a ceiling of Rs 900 crorcs. 
Such refinance for food procurement operations will continue to be made 
available at 10 per cent and banks are required to charge a rate of interest 
not exceeding 12 per cent on their advances for this purpose. 

iii) All other refinance accommodation will be strictly at the discretion of the 
Reserve Bank after taking into account banks’ general compliance with policy 
objectives, their credit deposit ratio, sectoral priorities in deployment of credit 
and any special considerations that may be relevant in individual cases. The 
rate of interest on such accommodation will range from 11.5 to 18 per cent, 

iv) A part of the discretionary accommodation will be directly related to the 
performance of individual banks in the field of export credit. 
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v) Special d>scretionary assistance provided in the past in favour of financing 
petroleum companies and public sector undertakings has been discontinued, 
save under special circumstances, such as the need for forming consortium 
arrangements amongst banks to finance large borrowers. 

vi) A basic bill rediscount limit equal to 10 per cent of total gross bills purchased 
and discounted with banks as or last Friday of September 1975 including those 
rediscounted by the Reserve Bank of India has been made available at the Bank 
Rate. Additional bill rediscount limits will be granted only at the discretion of 
the Reserve Bank after discussions with banks, at rates ranging between 10 and 
15 per cent. 

The operation of refinance facilities on the basis of the NLR was thus dis¬ 
continued. The basic anti-inflationary stance of credit policy remained unchang¬ 
ed for the 1975-76 busy season. Tlie approach to credit policy was motivated 
by the main objective of facilitating sustained growth and stimulating invert- 
ment, without impairing the basic apparatus of monetary restraint. Slated 
differently, the credit policy aimed at imparting some measure of flexibility in 
the credit discipline without endangering price stability. The financing by 
commercial banks of food procurement on an enormously larger scale, selective 
liberalisation of margin requirements (in view of the anticipated enlargement 
of supplies in the agricultural commodities) and of inventory norms and pres¬ 
cription of a ceiling on lending rates bear ample testimony to the flexibility of 
credit policy, without impairing the fundamental objective of preventing a 
recrudescence of inflationary pressures. 

In August 1976, the Reserve Bank of India has raised the statutory cash reserve 
ratio as per section 42(1) of the R. B. I. Act, 1934, from 4 per cent to 5 per cent* 
with a view to arresting the further rise in prices. It is estimated that a smn of 
rupees about 150 crores extra per annum will be impounded in cash from the 
deposits of the banking system by the adoption of this measure and that further 
inflationary pressures will be checked. The Reserve Bank has however decided 
to grant interest at the rate of 5.5 percent perannvun on excess one percent 
deposit. 

Another important feature is the basic change in the concept of seasonal 
pattern of banking. This change is reflected in the increased advances of banks 
in industries. The seasonal character has also become less significant with 
the development of new industries which are not crop-based. Seasonal variation 
moderates as nonagricultural sector expands. The attenuation of seasonal 
variation is the reflecdon of the growth of nonagro based industries which 
absorbed a large part of increase of bank credit (pp. 65-68). The tradidonal 
concept of busy-season and slack-season based on the seasonal pattern of a purely 
agricultural economy has been given a decent burial with the changing needs 
of the semi-industrial economy. Instead of half yearly announcement of credit 
policy twice a year, the Grovernor of the Reserve Bank of India has rightly 

* Cash reserve ratio has been further pushed up to 6 per cent vvith effect from November 
13^ 1976. in order to o%’ercome inflationary pressures that have broken out again. 
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announced to make a quarterly review of the credit policy according to the 
stringency and superfluity of the money market conditions. 

Sources: i) Reserve Bank of India Bulletin, September 1975. 

ii) Annual Report and Trend and Progress of Banking, 1975-76 (Supple¬ 
ment to Reserve Bank of India Bulletin, July 1976). 
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